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Uniform Accounting 


By Cuar Les J. BERG, A.c.A.A., in collaboration with E. Gower, A.A.15. 


Introduction ;' 

The enormous difficulties faced in introducing a new system of accounts 
into a large business undertaking are not insurmountable and the degree of 
facilitation achieved depends, very greatly, on a scientific approach to the 
problem. . 

The most scientific medium is the Accounts Plan, which, together with its 
natural adjunct the Accounts Chart, gives a visual presentation of the whole 
set up in such a simple form that the plan as a whole can be very easily con- 
ceived and the relationship of its several parts clearly understood. Accounts 
Plans can easily be converted to Chart form because the natural sequence in 
acomplete system of accounts finds a clear expression in visual presentation. 
Such Accounts Plans are usually formed on a basic Model Plan from which 
the individual peculiarities of each undertaking and trade can necessarily be 
provided for. 

Accounts Plans and Charts will be found able to serve not only one but a 
mumber of persons. In this way the chief accountant is enabled to organise 
and control the installation as a whole, whilst the individual sections, being 
able clearly to understand their position in the organisation, are able to 
arrange their activities to function as a unit of the whole. Much mental work 
an thus be saved and directed into productive channels, the principles being 
adaptable to departments of one organisation or the subsidiaries of a holding 
company. 

Accounts Charts require the use of symbols. Accounts of certain kinds 
have to be indicated by certain characteristic forms and it would be imprac- 
ficable to change the systems of symbols with each chart. In the system 
described here, used for almost twenty years in academic lectures and in 
Scientific publications, squares represent accounts with a debit balance, 
triangles accounts with a credit balance, and circles clearing or transitory 
counts. The appropriate symbols for accounts with debit or credit balances 
are used only when these accounts carry their balances through to the balance 
sheet. The simplicity of such a planned system enables the organisation to 
balance monthly, quarterly or annually with equal facility and this, in itself, 
isof the utmost value to industry in the present times of very fluid conditions. 

Experience has shown that the symbols must be as few and as simple as 
possible, as complexity is a very real danger, and in making use of symbols 
oe need not forget that ordinary writing still exists. 


Port 1 


The Model Chart of Accounts is designed to suit the needs of all types of 
Undertakings no matter how diverse their activities may be or how large or 
small their organisation. 
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Chart No. 1 
E.W.G. 30.3.44 


KEY OF SYMBOLS 





Accounts SYMBOLS 








Accounts showing a debit 
balance (appearing as assets 
in balance sheet). 











Accounts showing a credit 
balance (appearing as lia- 
bilities in balance sheet). 





A duplication of symbol, 
such as—> 
indicates several accounts of 











same kind. 


Clearing or transit accounts 
(not appearing in balance 
sheet). 


Symbols represent accounts at end of 
financial period, having regard to in- 
fluence they have on balance sheet. 


An expense account, for instance, con- 
tinuously debited, and consequently show- 
ing a debit balance during accounting 
period, is symobilised by a circle because 
this debit balance when putting through 
the closing entries is not shown as an 
asset in the balance sheet, but is trans- 
ferred to another account. 


Accounts with an alternating 
balance (either debit or credit 
balance). 





Lines FoR PostINcs 





Line entering account symbol on left 
represents a debit posting. 


Line leaving account symbol on right 
represents a credit posting. 


Posting which may beseither debit or 
credit, as the case may be, can enter 
either top or bottom of symbol according 
to convenience in charting. 


Current and monthly 
postings. 


Closing entries. 
Indication of fixed costs. 


Heavy lines indicate more 
important postings. 


Full stop at end of post- 
ing line indicates a debit 
or credit entry to a 
finance account, as the 
case may be. 














This indicates a posting 
to the credit of an ac- 
count in Class 6 and to 
the debit of the account 
390. 


Closing entries affecting accounts appear- 
ing in balance sheet are not shown, as 
they are evident from the Accounts 
Symbols. 


Chart No. 2 


Showing simplest circle of turnover 
in goods by a trader. 











as. 60005 >| DRS. 

















CASH 














Good accounting does not mean coping with fastidious detail with accuracy 
and correctness but rather a pursuit of the main goals. The best accounting 
system gives the ultimate amount of information consistent with the most 
economic effort. The introduction of a carefully designed complete system 
of accounts clarifies the difficulties and responsibilities of all sections of the 
organisation and is the most important instrument of control and adminis- 


tration in the hands of management. 


In some undertakings an independent financial accounts system exists 
alongside a distinct cost accounting system, and, furthermore, statistics may be 
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kept independently of both. Whilst it is quite normal for special departments 
to handie the main sections of an accounting system, very much has to be 
said against having each ot them independent o1 the other. Such haphazard 
conditions usually arise from the fact that there is lack of proper control, 
Unincation ot ettort 1s absolutely necessary and a system baseu on the Model 
Chart ot Accounts achieves this by welding all parts into one complete entity. 
So much benefit is to be obtained trom unitormuty in accounting that the 
whole-of the accounting structure in each organisation should be under the 
unqualined control ot one executive who possesses the qualifications and 
experience required. There is no other way to obtain and retain uniformity 
in accounting with all its advantages tree ot any complications. 

‘Lhe dependence of the costing department on otner departments of the 
accounting system for correct data is tully recogmised in the construction of the 
Model Cnart, which records in their appropriate places the figures required 
for costing purposes. ‘Lhis is one of the reasons tor forming a special class 
of accounts lor non-operating income and expenditure and the separation of 
the two classes of accounts, “Service Departments” and “Production Depart- 
ments.” Further, the placing of the accounts for manufactured parts and 
finshed goods into a special class of accounts should assist the requirements 
ot the Costing Department for the reason that the valuation of a manutactured 
article depends upon the stage of completion it has reached, a problem which 
does not concern any of the other classes of accounts. When job costing is 
in use, difficulties often occur when reconciling direct labour and direct 
materials with actual expenditure. Plenty of room, therefore, is provided for 
applying the various methods ot check which are used in practice tor this 
purpose. 

As tar as cost accounting is concerned special attention is given to two 
important principles : 

1, The separation of fixed and variable costs. 

2. The obtaining of cost figures on a comparable basis. 

An accurate and up-to-date monthly revenue statement is absolutely 
essential with the present demands on factories and executives. The number 
of establishments where management is not aware in good time of develop- 
ments and trends is still very great. To secure a speedy closing of the 
accounts at the end of the month the Model Chart is designed specially to 
provide for the application of methods which, while proving sufficiently 
reliable, cause a minimum of trouble. It is based on the opinion that the 
improper closing of monthly accounts, as still often found in practice, is 
unsatisiactory. ‘here are many firms who prepare a monthly revenue account 
without setting up a monthly balance sheet at the same time. Monthly balance 
sheets and monthly revenue statements belong together as each is compli- 
méntary to the other. 

The structure of the Model Chart also provides the closest connection 
between monthly statements and cost accounts and in order not to disturb this 
connection with the requirements of the yearly balance sheet a special class of 
accounts is provided for non-operating income and expenditure. 

Nothing is more important to management than full information as to the 
causes of profits and losses and good accounting should bring to light the real 
truth of the matter. The problem involved is to isolate, wherever possible, 
the various causes of success or failure, and the first consideration in this 
connection consists of separating any causes which are subject to outside or 
market influence from those subject to factory conditions. Usually fixed or 
predetermined transfer prices are used to effect such separations and the 
Model Chart allows plenty of opportunity for applying the principle without, 
however, making such procedure a hard and fast rule. 
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The advantages of separating fixed from variable costs and keeping a ch 
on their respective development is a procedure generally recognised as being 
extremely important in any manufacturing concern. The separating of fixed 
and variable costs is also necessary for budgeting purposes, matters of price 
policy, differential costs, stock values, the preparation of profit- graphs ang 
many other modern developments in the accounting field. 

The general attitude that an accurate analysis is practically impossible is tp 
be deprecated as, provided the problem is treated reasonably, the unavoidable 
inaccuracies are so unimportant that they cannot, in any way, place any doubt 
on the great advantages of the separation. 

It is considered that the separation of costs into simply fixed and variabk 
costs is not sufficiently scientific to allow of an accurate picture of th 
organisation to be gained from the accounts. This aspect of accounting pro 
cedure must be given greater care and attention than is usually done, anda 
more scientific attitude adopted. In the group classed as variable costs there 
will be found three distinct types, viz., the True Variable, Progressive and 
Degressive Costs. The True Variable and Progressive are usually wel 
defined, but in the group of Degressive Costs we find those which are com- 
posed of fixed and variable components. They are also known as semi-variabk 
or composite costs and are normally identified as those which increase ata 
decreasing rate. Such costs must be accurately analysed in order to determin 
the fixed and variable proportions as it is only by so doing that they can k 
accurately treated in the accounts. 

When it is not possible to make such scientific analysis it is preferable to 
- allocate strongly degressive costs to fixed, weakly degressive costs to variable 
costs, and_dubious items between the two groups so that on the whole the 
result will closely approximate the true position. 

In the case of a change in the volume of production it may be found that 
the fixed costs have been overrated and in such a case the allocations my 
need some further adjustment. If this matter of separation proves reasonably 
successful it is better to retain it until such time as an alteration is urgently 
required on account of fundamental changes of circumstances. The value 
comparisons is so great that a basis once adopted should be retained, smal 
inaccuracies being rightly overlooked. 

It may be said that special calculations to arrive at the fixed and variable 
components of degressive costs are not necessary. This may be so where n0 
calculations are required to obtain the correct result. It is wrong, however, 
where the correct position cannot be ascertained without such calculations, 

The Model Chart is very adaptable for controlling departments and section 
without causing too much clerical and calculating work, and is especially suited 
to an organisation using the decentralised form of control. It is left to the 
organiser just how far to go into detail in respect of control of costs. The 
accounts as set up reflect so truly the activities of each department that 
greater measure of control than is usually possible may be granted to th 
executives in charge of each department, with the result that each sectio 
of the organisation is striving to better its performance and disclose a much 
better result of operations in the accounts. The decentralised system of contrdl 
tends to create employees with greater individuality and initiative, which, 
in itself, tends to make the productive activities of each department les 
dependent on the general management, resulting in less possibility in th 
stoppage of operations when difficulties of administration arise. 

However, the organisation using centralised control will find that the Mod 
Chart can be developed to comply with their particular requirements with 

ease and if this type of control is desired by the management the Accounts 
Chart can be built up with this point in view. 
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The progress made by the use of comparisons cannot be over-estimated. 
There may be compariSons of overhead and data taken from a number of 
shops which are part of one concern or they may be the individual units of a 
horizontal combine or the branches of a general store. The comparisons may 
even be with those of another firm entirely independent and yet employed in 
the same trade. In fact industry would do well to apply to better use the 
advantages of comparisons, especially those firms that are members of various 
trade associations. 

This aspect of the outstanding economic value of uniform accounting 
methods has been exploited very fully by trade associations in the United 
States of America, where some hundreds of organisations collated data sup- 
plied by their members and issue the matter in collective form either as 
statistics or comparative figures for the use of all members. As the individual 
firms have adopted the,uniform accounts plans of their association very great 
accuracy is obtained in the details supplied. 


Part 2. Development of the Model Chart of Accounts 


Good accounting demands that the form should be an expression of the 
contents and consequently should lead, by itself, to an effective agreement 
between form and contents. Great care has therefore been taken in construct- 
ing the Model Chart in regard to the grouping of the accounts and the 
classification of each group. The classification uses the decimal system, start- 
ing with 0 and ending with 9, as this system is especially suitable for punched 
card accounting and adding machine work, and it is also suggested that the 
use of numbers in the daily work of accounting will eventually greatly facilitate 
the work of operators and executives. 

It is assumed that one thousand accounts offer a sufficient framework for 
most cases and these are divided into ten classes, each consisting of ten groups 
which are again divided into ten accounts numbered 0 to 9. Where any group 
of ten accounts is not sufficient a further subdivision has to be made so that 
anumber of four figures is obtained. The ten classes are divided into: 

Class 0 containing the Static Accounts, 
Classes 1 to 9 containing the Active Accounts. 

The first consideration when classifying an account is whether current 
entries are made in the account or whether entries occur only at the end of 
the year, or during the year in exceptional cases. In the latter cases the 
account is classed as static, whereas the current accounts are classed as active. 
The accounts of Class 1 also have special significance as they contain the 
transactions of the financial accounts, including current debtors and creditors, 
thus serving for recording transactions with the outside world. 

On the other hand, Classes 2 to 9 record movements within the business 
and are used for active accounts of all revenue, costs, gains and losses. Class 
2 itself occupies a special position as it includes only entries of non-operative 
income and expenditure or such revenue and expenditure items as are con- 
nected with the annual final accounts and are left out of the cost accounts and 
monthly profit and loss accounts where the latter are based mainly on the 
cost accounts. 

Classes 3 to 9 serve for the control of the manufacturing processes and for 
costing purposes and monthly profit and loss accounts. Classes 3 to 8 record 
costs and production, including finished goods, and provide for “Cost Types,” 
‘Cost Centres” and “Cost Bearers,” depending upon the accounts system and 
practical requirements for control. As will be seen later, administrative 
exnenditure finds a place in Class 6, and Class 9 serves for recording pure 
selling expenditure and the net results. 

Classes 3 and 4 are provided for recording general and special types of 
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expenditure and costs. General items are recorded in Class 3, while Class 4 
contains those cost types which can only be compiled as a result of the 
information supplied by factory reports or with the aid of such subsidiary 
accounting departments as Store Accounting and Pay Roll Office, although 
these groupings are not always strictly followed. 

Class 5 is reserved as a free class, which, according to circumstances, can 
be used as a class for either “Cost Types” or “Cost Centres.” It could be 
used, for example, to provide a special class for cost accounts of the adminis- 
trative departments. 

Classes 6 and 7 record “Cost Centres,” service departments being placed 
in Class 6 and main productive departments in Class 7. In Class 8 the 
accounts for “Cost Bearers” are kept, such as manufactured parts and finished 
goods, and receive costs which do not arise from Classes 6 and 7, especially 
in cases of job costing where direct material and direct labour are transferred 
to Class 8 without touching Classes 6 and 7. 

Accounts in Class 9 record the costs of distribution which have nothing to 
do with the manufacturing activities. However, the vital distinction is the 
fact that Class 9 also serves for recording revenue and showing the net result. 
Classes 0 to 2 have been separated from those numbered 3 to 9 as usually the 
former contain the financial accounting section whereas the latter form the 
cost accounting section. The accounts of Class 9 may be kept in either depart- 
ment but are usually found in the latter, and another procedure which may 
be adopted is to keep profit and loss accounts in the financial section and selling 
expenditure accounts in the cost accounting section. 

Although the foregoing analysis will be found suitable for the greater 
majority of cases, it might prove inconvenient for others, but an analysis once 
adopted should not be altered without good reason, as a certain uniformity is 
absolutely necessary for identification and discussion purposes. A number of 
alterations made necessary by force of circumstances will be noticed later in 
this article. 


Class 0. Static Accounts 

Static accounts are those in which only few entries are made during the 
year and in many organisations entries are only made when taking out the 
final accounts. In order to leave the static accounts as far as possible 
undisturbed, subsidiary accounts are frequently used to take all entries during 
the accounting period. For instance, monthly depreciation of plant is not 
credited to plant account but collected in an account designed especially for 
this purpose in Class 3 (Groups 35 and 36) in order to make the final exact 
transfer at the end of the year. Expenditure for improvements is entered 
provisionally in Class 2 (Groups 20 and 21) and is finally distributed to 
Class 0 only on completion of the job. Expenditure on plant and equipment 
is provisionally charged in an account in Class 3 (Group 32) in cases where 
the decision is to be deferred as to whether or not, and to what extent, it is 
to be capitalised. As the characteristic of being static is common to accounts 
of various kinds Class 0 accounts contain a variety of different elements. 

Frequently, apart from accounting reasons, the secret nature of the contents 
of many static accounts has to be considered. For instance, figures of capital 
accounts, mortgages, loans, etc., do not concern the factory or sales organisa- 
tion, and it is often advisable to allow only the cashier access to certain 
figures. It is therefore often deemed advisable to keep a separate ledger for 
the static accounts and in such cases the general ledger containing the active 
accounts must include a control account in Class 1. 

Whether or not to depart from the fixed classification of the Model Chart 
and to use Class 0 for all private accounts depends upon the circumstances of 
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EXAMPLE OF CLASSIFICATION 





CLASS 0 


CLASS 1 


CLASS 2 


CLASS 3 


CLASS 4 





STATIC 
ACCOUNTS 


FINANCE 
ACCOUNTS 


NON-OPERATING 
INCOME AND 
EXPENDITURE 
ACCOUNTS 


EXPENDITURE 
(NOT BELONGING 
TO OTHER 
CLASSES) 


STORES AND 
WacEs A/cs, 





00 


Properties and 
Buildings 





01 


Machines, 
Tools, Vehicles, 
Etc. 


11 


Bank Accounts 


20-21 


Accounts whose 
Balances are to 

be Capitalised 

at end of year 

(Improvements, 
etc.) 


30-31 


Accéunts not 
showing 
Balance 





02 


Patents, 
Rights, 
Prepayments 


12 


Bills receivable 





03 


Deposits 


13 


Foreign 
Exchange 





04 


Investments 


14 
Cash Deposits 


Non-operating 
Expenditure. 
(Taxes, Bad 
Debts, Capital 
Expenses, etc.) 


32 
A/cs. where part 
of Balance has 
to be transferred 
to an Asset A/c. 





33-34 


Accounts 
showing a Debit 
Balance 


40-43 


Stores based on 
Permanent 
Inventories 
(Tools, Spare 
Parts, etc.) 








05 


15 


Debtors 
(Home 
Currency) 





06 


Mortgages 


16 
Debtors 
(Foreign 
Currency) 





07 


Specific 
Provisions 
Accruals 


17 


Suspence 
Accounts 


Non-operating 
Income 


Accounts 
showing a 
Credit Balance 





37 


Accounts 
showing either 
a Debit or 
Credit Balance 


Accounts Based 
on Stock 
Reports 








08 


Capital, 
Reserves, 
Funds 


18 


Creditors, 
Bills Payable 











09 


Profit and Loss 
Appropriation 
A/c. 


Surplus 





190-198 
Dividends, 
Interest 

199 
Private Ledger 
AdjustmentA/c. 





Adjustment 
A/cs. and 
Variance A/cs. 


38 
Sales of By- 
Products not 
showing 
Balance 


Salaries 











39 


Sales of By- 
Products 
showing 
Balance 





49 


Contributions 
to Funds 





ee 
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OF MODEL CHART OF ACCOUNTS 





CLASS 5 


CLASS 6 


| 


CLASS 7 


CLASS 8 


CLASS 9 





Free CLAss 


SERVICE 
DEPARTMENTS 


MAIN PrRopDU= 
TIVE DEPTS. 


Cost TYPES OF | 5, 
PROGRESS AND 


| PEED Goops 


THE COST 
CENTRES 


MANUFACTURED 
Parts, WORK IN 





60 


Administrative 
Departments 


0 
Foreman, 
Fixed 
Interest, 
Fixed alloca- 
tion of Ser- 
vice Depts. 





61 


Occupancy 
Departments 





62 
Departments 
for Power, 
Light, Steam, 
Water, etc. 


1 


Power, Ren- 
tal, Machine 
Maintenance 


£LS99 GAxXIA 


Wages 





63 
Repairs and 
Maintenance 
Department 
Tool Shop 


Material 











64 
Conveyor and 
Transport Dept. 


4 
Supplies 


Manufactured 
Parts and Work 
in Process 


SELLING 
EXPENDITURE, 
SALES, PROFITS 

AND LOSSES 





General Selling 
Expenditure 
A/cs. without 
Balance 





91 
General Selling 
Expenditure 
A/cs. with 
Balance 








92 
Territory 
Selling 
Expenditure 








93 


Type Selling 
Expenditure 








94 
Returns and 
Allowances 








65 
Store 


Administration 
Departments 


5 


Variable 
Wages 





66 


Staff 
Superintendent 
and Paymaster 


Tools used 
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Finished Goods 
Trading Stocks 


95-96 


Sales Accounts 








67 
Production 
Planning Dept., 
Inspection, 
Emergency 
Service Dept. 


Inspection 








68 


Welfare Depts. 


Stock at Sales 
Centres 


Expenditure— 
Summary 
Accounts 








69 


9 
Sundry 
Control 
Accounts, 








Credits 








89 


Stock on 
Consignment 








990-998 
Income— 
Summary A/cs. 


Monthly P. and 
L. A/c. 
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each case. If the wish for secrecy is the chief deciding factor in allocating 
the accounts, active accounts must be included as well as the static and in this 
case the collateral purpose of keeping a private ledger becomes of more 
importance than the original principle of segregating static accounts. Then 
a private ledger control account would be used (Group 199). Although 
uniformity of classification is advisable, the Model Chart should never become 
a hard and fast rule regardless of individual circumstances, but if the sug- 
gested classification is waived in favour of other principles of analysis the 
contents of other classes might also be altered. For instance, in the suggested 
classifications Class 1 contains, apart from readily ascertainable exceptions, 
all accounts required for a report on the liquid resources. Where, however, 
Class 0 contains private accounts, including active finance accounts, a state- 
ment of liquid resources will not be found in Class 1 only. 


Class 1. Finance Accounts 

In the suggested grouping of accounts Nos. 100-199, Groups 10-14 contain 
immediately liquid assets and Groups 15-19 current assets and liabilities. 
Regard must, however, be given to the special circumstances of each case as 
it may be found, when planning an actual Chart of Accounts, that a different 
grouping for a particular business may affect a plotting of posting lines, 
presenting a more effective demonstration of the flow of funds through the 
business. 

Some authorities object that in the suggested classification debtors and 
creditors are not united in one class (compare Groups 05 and 18) and are 
allocated to two classes according to how far they are deemed to be fixed, but 
this division has proved to be of great advantage. In cases where circum- 
stances make it necessary that all accounts for debts and obligations should be 
united in one class their place is in Class 1, leaving Group 05 and a part of 
Group 09 free for other purposes. Such a deviation from the normal classi- 
fication does not necessarily invalidate its advantages. 


Class 2. Non-operating Income and Expenditure 


Non-operating expenditure consists of items which are expenses as far as 
revenue accounting is concerned, such as expenditure on political or religious 
purposes, but which are not costs in the sense of cost accounting. Where the 
official depreciation allowance has to be separated from the depreciation for 
costing purposes, the former is non-operating expenditure whereas the latter 
represents costs not chargeable to revenue. Although such non-operating 
income as capital profits and recovery of bad debts previously written off 
occurs relatively seldom, three groups (Groups 25-27) have been allocated to 
them because greater detail is usually required in such matters. 

Groups 28 and 29 contain the adjustment accounts for fixed prices 
(standard transfer rates). They are reserved for those purchases which are 
to be charged to the factory, not at market price but at a fixed standard 
transfer rate. The balances of the variance accounts would represent non- 
operating income or expenditure, as the case may be, which does not concern 
the monthly profit and loss account nor the cost accounts. In cases where 
the balances of the variance accounts are to be brought into the monthly proft 
and loss accounts they belong to Class 3 and in some cases to Class 5, and not 
to Class 2. 

Class 3. Expenditure Not Belonging to Other Classes (Cost Types) 

Where expenditure recorded in the monthly profit and loss account is 
identical with the costs recorded in the cost accounts, then any expenditure 
recorded in Class 2 has nothing to do with either of these accounts belonging 
only to the final yearly accounts. As far as the monthly profit and loss account 
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and cost accounts are concerned, expenditure and costs commence only with 
Class 3. ee 

Straight-out selling costs are accounted for in Class 9, and Classes 3 and 4 
and in some cases Class 5 serve for the recording of factory expenditure 
according to cost types. Under this arrangement materials and wages, which 
are recorded by special subsidiary accounting ledgers or departments, are 
recorded in Class 4 and all other cost types in Class 3 or possibly Class 5. 
The decisive factor for the forming of the Groups as shown, apart from 
Grouns 38 and 39 for sales of by-products, is whether or not a balance is to 
be left after the monthly transfers of expenditure to the service and main 
productive departments. 

Groups 30 and 31 contain accounts for transit items, that is, the whole 
monthly amount is transferred to the account to be charged in full, leaving no 
necessity to provide for a balance. The monthly balance of the transit 
accounts can be transferred to a number of accounts so that expenditure could 
be split up at this point into a number of channels. Where it is found that 
the whole of the balance of one account could be charged to one of the cost 
centres it is still preferable to provide an account in Class 3, thus keeping the 
accounts for cost centres free of primary entries. 

Should an account be kept in order to balance out fluctuations in the receipt 
of supplies for a cost centre, then such an account does not belong to Group 
30 but to either Group 33 or 34 as there would be a balance left in it. Group 
32 contains items which are partly expenditure and partly amounts which 
mav have to be canitalised at the end of the accounting period. 

Groups 33 to 37 are provided for such accounts as are interposed between 
the finance accounts and the monthly profit and loss accounts for the purpose 
of adiusting expenditure which is passing through the finance accounts at 
irregular intervals although charged to the monthly revenue accounts on the 
basis of the period covered by them. Where a debit balance is left in the 
account it is a prepayment, whilst a credit balance represents an outstanding 
liability. These groups are formed in accordance with the nature of their 
balances. Groups 33 and 34 containing accounts with a dehit balance, Groups 
35 and 36 containing accounts with a credit balance, and Group 37 providing 
accounts with an alternating balance. 


Class 4. Stores and Wages Accounts (Cost Types) 

This class comprises the accounts for those goods and services whose 
consumption within certain periods is recorded in special books such as store 
accounting and pay roll analvses. The receiving centres are charged from 
these accounts according to the reports of the persons responsible. The first 
four grouns are provided for material stores, including tools and spare parts. 
Stocks of component parts and finished goods are specially provided for in 
Class 8. The stores accounts for Class 4 apply only to the materials kept in 
those stores and not to the expenses of running them in their function as a 
service denartment, which are to be found in Class 6 (Group 65). The 
materials kept in one store can be divided into a number of grouns and given 
corresnonding account numbers, which procedure facilitates effective store 
control and a check on the capital invested in any stores. 

Groups 44 and 45 are meant for material costs in the factory which are not 
actually stored and recorded but whose stocks are ascertained on the basis 
of reports from the cost centres. 

Accounts Groups 46 and 47 contain the pay roll analysis. Firms whose 
pay roll does not close at the end of the month need transitory pay roll 
accounts for end of the month adjustments and these transitory wages accounts 
are also placed in these groups. The accounts for pav roll offices themselves 
as service departments are found in Class 6 (Group 66). 

D 
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Class 5. Free Class 

Class 5 can be used alternatively as a class for cost types for accounts under 
the job costing method or as a class for cost centres for the accounts of 
administration departments in large concerns where it may be desirable to 
keep the administration departments apart from the remaining service depart- 
ments. On the other hand Class 5 should not be restricted to the above uses, 
as it may provide a special class for other cost types or for certain cost 
centres other than administration. 


Class 6. Service Departments (Cost Centres) 

This class contains the accounts for service departments which are not only 
required for accurate costing purposes but also for the purpose of depart- 
mental control. Where departmental results and special departmental over- 
head percentages are not required they can be omitted. The accounts of the 
administration departments (Group 60) are also concerned with the distri- 
bution and sales departments. Pure distribution departments belong to Class 
9 and the purchasing and stores departments are treated as pure factory 
departments. 

The actual grouping of accounts in this class will depend on the require- 
ments of each individual business but the examples are fairly comprehensive. 
It is strongly recommended that costs of the service departments should be 
separated into fixed and variable items, and it is worth while mentioning that 
occasionally variable costs of a service department when charged to the main 
productive department have to be treated as fixed costs in the latter. The 
opposite cannot happen. 


Class 7. Main Productive Departments (Accounts for Cost Centres) 


Main productive departments are such cost centres as are directly concerned 
with the manufacturing of component parts or finished goods, whereas service 
departments are only indirectly concerned with the process of manufacturing 
Subsidiary productive departments are those cost centres which produce 
component parts for good which, although by-products, are in effect finished 

The number and kind of the main productive departments including sub- 
sidiary productive departments depend so greatly on the type of the concern 
and its methods of production that a standard sub-division is not possible. In 
its place Class 7 (shown in special print) represents ten cost types for each 
individual cost centre and these are suggested for use in Class 7 as well as in 
Class 6. They require a subdivision into cost types of all costs incurred at 
each cost centre. The most important and most urgent analysis of depart- 
mental costs is as to fixed and variable costs. It is assumed that a certain 
analysis of fixed costs is required and consequently three groups are shown 
which should be suitable for normal conditions. According to the type of the 
factory, quite different requirements for analysis could be advanced. It is 
impossible to give a sub-division of the variable costs within the cost centres 
applicable to all or even a majority of factories, and in fact such an analysis 
should not go too far. In most cases it will be found sufficient to have two 
cost types only for each cost centre, viz., the fixed and variable costs. 

The nine cost types shown are merely an example, but it is especially 
preferred in those cases where the most accurate control of the cost centres 
is required. The final balances of the cost centres whose accounts are kept 
in Class 7 are transferred to an account in Class 8. This also happens in most 
of those cases where the product of one cost centre represents the material 
for the other; then the part consumed by the subsequent cost centre is 
transferred from Class 8 back to Class 7. 
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Class 8. Manufactured Parts and Finished Goods (Accounts for Cost 
Bearers) ' 

Whereas costs of raw materials are accounted for in Class 4 (or occasionally 
in Classes 3 or 5), Class 8 provides for work in progress and stock of finished 
goods in Groups 80-84. However, where the products pass through a number 
of cost centres on their way from the raw material to the finished article it 
often proves advisable to put the stocks and work in progress of each stage 
of production on a parallel footing to the corresponding cost centre. 

The way in which work in progress is treated in the accounts differs 
according to whether or not— 

1. Process costing of the usual kind, or 

2. Process costing employing conversion costs, or 

3. Job costing 
is used. The two latter methods, in spite of their fundamental differences, 
show greater similarity than the two first. In process costing of the usual 
kind the products of the previous stage (wages and materials of the first 
stage) are charged to the manufacturing cost centres themselves. In the two 
latter costing methods, however, they are posted directly to accounts of parts 
or work in progress, by-passing the main productive departments, and are 
combined only at this point with the costs of conversion from raw material to 
finished product transferred from the main productive department. 

Groups 85-89 are suggested for the finished goods. Here the selling 
centres are purposely provided with a large number of accounts, although 
the extraordinary requirements of chain store concerns cannot be satisfied. 


Class 9. Selling Costs, Sales, Final Accounts 

From the suggested grouping of selling costs it will be noticed the selling 
expenditure contained in the twenty accounts 900-919 are in contrast to the 
special selling expenditure of the two subsequent groups and has to be 
allocated to cost on an arbitrary basis. 

On the other hand Group 92 is concerned with costs resulting from indi- 
vidual territories or methods of distribution and Group 93 with individual 
types or quantities, that is, the expenditure which is added to costs only in 
the case of sales of a special kind. 

It will be noticed that the accounts of Group 91 are similar to those of 
Groups Nos. 33-37 in that selling expenditures recorded in the financial 
accounts of Group 91 at irregular intervals are not transferred in full from 
these accounts to the monthly profit and loss accounts or the cost accounts 
respectively but a debit or credit balance is retained, depending upon whether 
we are dealing with a prepayment or an outstanding liability in respect of this 
particular month. Sales tax is one expense which belongs to this group. 
Although we are concerned here with pure selling costs, the similarity of their 
treatment with the costs in Class 3 might suggest at times to record them 
firstly in an account in Class 3 in order to transfer the adjusted monthly 
accounts to Class 9, 

Territory selling costs (Group 92) have to be costed for those orders or 
quotes which are concerned with particular territories, for instance sales com- 
missions, freights in the case of deliveries freight paid, and duties where 
deliveries are “duty paid.” 

Goods or services of certain types or qualities often cause additional selling 
costs such as expensive quotations, drawings and conferences and where 
claims might easily arise, and in the case of refusal to receive the goods, and 
Group 93 provides for this type of selling costs. 

Group 94 is also specially reserved for direct selling costs which represent 
costs directly allocated to the respective articles. 
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Taxation Section : 
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PrivaTE ComMPANY TAx 

The following are aspects of Division 7 which have not previously been 
discussed in these columns: 

Refunds of Commonwealth Ordinary Income Tax where Company has 

made Election under s.103 (3) 

Where a company has elected, under s.103 (3), to have deducted 
Commonwealth ordinary income tax payable on the current year’s taxable 
income in calculating its distributable income of that year and later an 
amended assessment is issued reducing or increasing that taxable income 
and the ordinary income tax payable thereon, the tax under Division 7 must 
be calculated (or recalculated) with reference to the amended taxable income. 
A deduction will be allowed in the original (or amended) Division 7 
assessment of the ordinary tax payable on the amended taxable income. 
Where the above-mentioned amendment results in a reduction of the taxable 
income, the company will receive a refund of the ordinary income tax over 
assessed. In the above circumstances, it is considered that the refund of tax 
over assessed should not be brought to account in calculating the distributable 
income of the year of receipt. 

Section 103 (1) defines “distributable income” as the amount obtained 
by deducting from the taxable income “(a) all taxes which are paid in the 
year of income”... “less any refund received in the year of income of any 
tax to which this paragraph refers.” The deduction of ordinary income tax 
payable is granted by s.103 (3), and this is not a tax to which s.103 (1) (a) 


’ 






















“refers.’ 
The following example illustrates the above reasoning : 
Year ended June 30, 1944 
Taxable income as originally assessed .. .. .. .. .. .. .. .. £10,000 
Less Commonwealth ordinary income tax paid during year on 
taxable income of year ended June 30, 1943—£16,000 at 6/- in 
£. ‘The company had not made the election under s.103 (3). 





















Allowance under s.103 (1) (a) (i) ( 
I 
Distributable income 
Year ended June 30, 1945 
Taxable income as originally assessed dink ac ~dae £15,000 
Less Commonwealth ordinary income tax payable, the company D 
having made the election in respect of year ended June 30, 
1945, and subsequent years. Allowance under s.103 (3) .. 4,500 
— br 
Distributable income £10,500 én 
—s re 
The following refunds of Commonwealth ordinary income tax were in 
received during year ended June 30, 1947, in respect of the following 
amended assessments : rel 
Taxable Taxable Reduction Refund tap 
income as income under in taxable of tax of 
Year ended originally amended income at 6/- du: 
June 30 assessed assessments in £ | 
(a) 1943 £16,000 £14,000 £2,000 £600 br 
(b) 1944 10,000 9,000 1,000 300 na 





(c) 1945 15,000 14,500 500 150 
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(a) The refund of £600 in respect of year ended June 30, 1943, “refers” 
pro tanto to the deduction of £4,800 allowed under s.103 (1) (a) (i) 
in the Division 7 assessment of year ended June 30, 1944, and, there- 
fore, the refund of £600 must be brought to account in calculating the 
distributable income of the year in which it was received, viz. year 
ended June 30, 1947. 

No deduction was allowed in any Division 7 assessment of ordinary 
income tax levied on the taxable income of year ended June 30, 1944. 
It is clear, therefore, that any refund in respect of that tax is not 
required to be brought to account in calculating the distributable 
income of the year of receipt. 
No deduction was allowed under s.103 (1) (a) (i) in respect of the 
sum of £4,500 as representing one of “all taxes which are paid in the 
year of income under this or the previous Act,” and it is considered, 
therefore, that the refund of £150 is not required to be brought to 
account in calculating the distributable income of year ended June 
30, 1947. 
Complete justice will be done to the Revenue and the company by the 
issue of amended Division 7 assessments, viz: 
Year ended June 30, 1944 
Taxable income reduced from £10,000 to .. .. .. ae 
Commonwealth income tax paid, i.e. as originally allowed .» «+ 4,800 


Amended distributable income .. .. .. .. .. 1. 22 es es es «+ £4,200 


Year ended June 30, 1945 
Taxable income reduced from £15,000 to .. .. . . .. «. £14,500 
Commonwealth ordinary income tax payable reduced from £4,500 to 
£4,350 (which automatically brings to account the refund of 
NGS 66 cee. Sal Se CG Wb SaGkUbe aoOEN os hin 4s AEs 4,350 


Amended distributable income .. .. .. .. .. .. .. .. .. .. .. £10,150 


Year ended June 30, 1947 
Taxable income say - 
Commonwealth ordinary income tax payable 
Division 7 tax paid .. . ‘ i ne.cen £700 
Less refund of 1943 ordinary income tax .. 600 
100 
——_ 3,700 


ebriesteiie @OOURE << 4s sx. ss ce os ae uw ee we ae oe we ce | £8,300 


It will be seen from the above example that the refund of £150 hes been 
brought to account in calculating the amended distributable income of year 
ended June 30, 1945, and it would be manifestly unjust to the company to 
require that sum to be again brought to account as a credit in the year 
in which it is received. 

With regard to the distributable income of year ended June 30, 1947, the 
refund of £600 can only be brought to account to the extent of the sum of 
taxes paid and which are deductible under paragraph (a) of the definition 
of “distributable income.” If, for example, no Division 7 tax had been paid 
during year ended June 30, 1947, the refund of £600 would not have been 
brought to account in reduction of the sum of £3,600 representing ordinary 
income tax payable, as the last mentioned sum is not a tax “to which this 
paragraph refers.” 
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Calculation of Undistributed Amount Where Dividend Paid Specifically 
Out of Exempt or Taxable Part of Mixed Fund of Profits 


Section 103 (2) (f) provides as follows: 

“Where dividends are paid either wholly or in part out of the net profits 
of a company of the year of income and those profits are partly liable to 
and partly exempt from income tax under this Act the amount of dividends 
paid out of the taxable income of that year shall be deemed to be the amount 
which bears the same proportion to the total amount of dividends paid out 
of those profits as that portion of the net profits of the year of income which 
is liable to income tax under this Act bears to the total net profits of the 
company of the year of income: 

Provided that this paragraph shall not apply to the profits or income 
specified in sub-section (2) of section forty-four of this Act, to the extent 
of the amount of any dividend paid wholly and exclusively out of those 
profits or that income.” 

Section 103 (2) (f) provides that, “where dividends are paid... . out 
of the net profits of a company of the year of income and those profits are 
partly liable to and partly exempt from income tax,” the dividends must be 
apportioned between the two classes of profits in the manner provided by 
the paragraph. 

Where a dividend is paid indiscriminately out of a mixed fund of profits 
of a year, it is perfectly clear that the portion of the dividend deemed to 
be paid out of the taxable income of that year is: 

Net profits liable to income tax 
of dividend. 





Total net profits 

What, however, is the position where a mixed fund of profits exists and 
the company pays a dividend specifically out of that portion of the net profits 
of the year which is liable to Commonwealth income tax? 

In these circumstances, should the whole of the dividend be regarded as 
having been paid out of the taxable income of the year? Alternatively, should 
the dividend be apportioned in accordance with s.103 (2) (f), notwithstanding 
the specific payment out of that portion of the net profits which is liable to 
income tax? 

On a strict interpretation, the writer considers that an apportionment is 
required to be made under s.103 (2) (f), because a dividend paid out of a 
portion of the net profits of the year of income is, nevertheless, paid “out 
of the net profits of a company” of that year. Happily, this interpretation of 
the paragraph is not in harmony with the: manner in which it is being 
applied by the Department. From the departmental viewpoint, s.103 (2) 
(f) would have no application where a dividend is paid specifically out of 
that part of a mixed fund that is represented by profit liable to Common- 
wealth income tax. Correspondingly, the paragraph would not be applied 
where a dividend is paid specifically out of that part of a mixed fund that 
is represented by profit exempt from Commonwealth income tax. The 
paragraph is regarded by the Department as applying in those cases where 
a dividend is paid indiscriminately out of a mixed fund of taxable and 
exempt profit, i.e. where there has been no specific appropriation of either the 
taxable or the exempt profit for the purposes of the dividend. The depart- 
mental application of the paragraph has the advantage of recognising the 
actual appropriation of profits for dividend purposes. 


Where Undistributed Amount Contains Interest Subject to Commonwealth 
Debt Conversion Act 


The tax payable by a private company under s.104 is the sum “which 
would have been payable by its shareholders if the company had... . paid 
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’ 


the undistributed amount as a dividend .. .” A dividend actually paid by 
acompany out of income consisting wholly or partly of interest on government 
loans subject to the Commonwealth Debt Conversion Act or of s.52B (3) 
of the Commonwealth Inscribed Stock Act is, since the repeal of s.45, taxable 
at full current rates of tax in the hands of the shareholders. In other words, 
although such interest is, in accordance with the above-mentioned Acts, 
subject to Commonwealth ordinary income tax in the hands of the company 
at the company rate for year of tax ended June 30, 1931, viz. 16d. in @, 
instead of the current rate of 6/- in £, a corresponding reduction in tax is not 
made in the assessments of shareholders in respect of dividends paid out 
of such interest. It is clear, therefore, that, read alone, the notional dividend 
under s.104 must be assessed at full current rates of tax, i.e. as if the concession 
provided by the above-mentioned Acts did not exist. 

It is provided, however, by s.3 of the Commonwealth Income Tax 
Assessment Act, that “nothing in this Act shall affect the operation of” the 
Commonwealth Debt Conversion Act or of s.52B (3) of the Common- 
wealth Inscribed Stock Act. In view of the clear direction in s. 3, 
it is considered that a private company is not liable to tax under Division 7 
on that part of its “undistributed amount” which consists of the above- 
mentioned interest in excess of a sum “which would have been payable in 
respect of that interest if income tax had been imposed upon the taxable 
income of the person in that year in accordance with the provisions of the 
Income Tax Acts, 1930... .”—s.20 (1) (a) Commonwealth Debt Conversion 
Act. Thus, in the writer’s opinion, the rates of tax in force for year of 
tax ended June 30, 1931, must be applied to the shareholder’s notional 
assessment including his share of the undistributed amount. In calculating 
the income tax at 1931 rates on the notional taxable income, the then existing 
dividend rebate should be applied. An assessment at the 1931 rates of the 
actual taxable income is also required to be made, calculated in the same 
manner, and the difference between the two assessments is the amount payable 
under Division 7 in respect of that part of the notional dividend which 
consists of interest subject to the Commonwealth Debt Conversion Act, or to 
s.52B (3) of the Commonwealth Inscribed Stock Act. 

In order to determine what portion, if any, of the undistributed amount 
consists of privileged interest, it is considered that the recent majority decision 
of the Board of Review reported in the June, 1945, issue of the Journal at p. 
204 should be applied, as, although that decision related to the 'ax en 
undistributed income of a non-private company imposed under Part ITIA, it 
applies with equal force to private companies: 

C.L. Interest 


subject to Other Total 
Debt Conversion income income 


ct 
Taxable income as assessed .. .. (1) £17,566 £11,358 £28,924 
Deduct Commonwealth income tax 


a nga (2) 7,471 7,471 








Distributable HICOME 4. 22 os vc £17,566 £3,887 £21,453 
Dividend Pe a5. is as ae a8 613 3,887 (3) 4,500 








Undistributed amount .. .. .. £16,953 Nil £16,953 


(1) Commonwealth loan interest received, £18,016, less costs of collection, 
2\ per cent = £450. 

(2) The majority of the Board considered that the tax paid on the 
previous year’s income had no necessary relation to the Common- 
wealth loan interest received in the year under review. 
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(3) The following is an extract from the majority decision: 

“14. The next step is to ensure that the C.L. interest is free of the 
further tax. Since the C.L. interest (less the deductions properly 
attributable thereto) amounts to £17,566, it is necessary to determine 
how much of that sum is contained in £16,953. Stated in another 
form, the question is—To what extent would there have been an 
undistributed portion of taxable income if there had been no CL. 
interest? The answer is, of course, that there would not have been 
any undistributed pertion.” Applying this decision to private company 
tax, the undistributed amount, £16,953, consists wholly of Common- 
wealth loan interest which is subject to tax at the rates in force for 
year of tax ended June 30, 1931, and the assessment under s.104 
should be calculated in the manner already indicated. 

It is manifestly unfair that private companies should receive this concession. 
It means that the shareholders of a company which derives privileged interest, 
refrains from distributing, suffers Division 7 tax, and declares a_ s.107 
dividend are in a better position than the shareholders of a company which 
fully distributes its distributable income within the specified distribution 
periods. In the second class of case, the shareholders are required to pay 
tax on the dividend at the full current rates. It would be no repudiation of 
the Commonwealth Debt Conversion Act if s.3 provided for an exception in 
respect of tax under Division 7. Shareholders of non-private companies are 
in a different category, as there is no equivalent to s.107 in Part IITA 


Where Company Becomes Liable to Pay Additional Tax Under 
s.207 or 5.226. 


Section 103 (1) provides that, in calculating a private company’s distribut- 


able income, there shall be deducted, inter alia, (a) all taxes which are paid 
in the year of income “(i) under this or the previous Act.” The question 
arises whether the additional tax imposed under s.207 (in respect of unpaid 
tax); s.226 (1) (failure to furnish returns, etc.) ; or s.226 (2) (incorrect 
returns) answers the description of a tax... paid... “under this Act.” I 
the writer’s opinion, such additional tax is a “tax” so paid. The decision 
of the High Court in Tilley v. F.C. of T. (1944), 3 A.1.T.R. 76, makes it 
clear that a fine or penalty for an offence imposed by the Courts, such, for 
example, as that authorised by s.227, is a punishment for an offence and 1s 
not in the nature of a tax or an additional tax upon income, and it is 
considered that such a penalty is not a tax which is deductible in calculating 
a private company’s distributable income. In his judgment, however, Starke 
J. said, at p.78: “But it appears to me, despite the use of the words ‘assessed 
and charged double the amount of the tax,’ ‘pay double the amount of the 
tax,’ in s.76 (of the Victorian Act of 1928) that double the amount of the 
tax is imposed as a fine or penalty for an offence and not as a tax or as an 
additional tax upon income.” It would seem that an additional tax under 
s.226 falls within the term “tax” and, where a taxpayer has not made the 
election under s.103 (3), any such additional taxes pajd in the year of 
income, whether based on the taxable income or on the undistributed amount, 
are deductible in calculating the distributable income of that year. It is also 
considered that additional tax paid under s.207 is deductible as °s.103 (1) 
refers to “all taxes.” 

Where a private company has made the election under s.103 (3), it is 
entitled to a deduction of “any income tax payable under this Act (other than 
the tax payable under this Division) in respect of the income of that vear 
of income.” Section 103 (3) appears to cover additional tax under s.226 
payable under assessments based on the current year’s income because they 
are levied “in respect of the income of that year of income.” On the other 
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hand, additional tax under’ s.207 is in respect of unpaid tax, and is not in 
respect of the company’s income. In this view, additional tax under s.207 
imposed in respect of unpaid ordinary income tax is not deductible where a 
company has made the election under s.103 (3), but additional tax in respect 
of unpaid Division 7 tax is deductible under s.103 (1) in the year in which 
it is paid. 


PREPARATION OF LAND AND INCOME TAX RETURNS 
In 10 C.T.B.R. Cas. 56(A) the Board of Review held that fees paid 


for services rendered in the preparation of land and income tax returns by 
a aw, tare who carries on a business were an allowable deduction under 
s.23 (1) (a) and s.25 (e) of the previous Act. The Board also made it 
quite clear that fees paid for preparing the returns of a business were 
deductible under s.51 (1) of the present Act being “outgoings necessarily 
incurred in carrying on a business for the purpose of gaining or producing 
the assessable ineome.” 

\ deduction was denied in respect of fees paid by taxpayers who do not 
carry on a business (9 C.T.B.R. Cases. 24 and 26). 


War-TimeE Company Tax 


Improvements Effected on Leasehold Premises 
Section 24 (1) of the War-time (Company) Tax Assessment Act 
provides that the capital employed in any accounting period shall be ascertained 
by adding certain specified amounts including “(d) the amount by which the 
value prescribed by sub-section (2), (3) or (4) of this section as the value 
of any asset to which that sub-section applies exceeds the value of that asset 
as appearing in the accounts of the company at the commencement of the 


accounting period or, if no such value appears in the accounts of the company 
at the commencement of the accounting period, the amount prescribed by 
that sub-section.” 

Section 24 (2) (d) prescribes that “where the asset i$ one in respect of 
which depreciation is not allowable under the Income Tax Assessment Act 
(not being land, premises or machinery in respect of which the company 
has paid a premium and of which it is, in the accounting period, the lessee) 
and which was purchased by the company” the value of that asset for the 
purpose of s.24 (1) shall be “the cost of such asset.” 

The Board of Review in 10 C.T.B.R. Cas. 138 rejected the taxpayer 
company’s claim for inclusion in its capital employed of the cost of improve- 
ments effected by it on leasehold property part of which sum had been 
written off in the company’s profit and loss account. The Board based its 
decision on the ground that the improvements did not answer the description 
of an asset “which was purchased by the company.” 

The above case was decided by the Board prior to the decision of the 
High Court in Associated Newspapers Ltd. v. F.C. of T. (1944) 69 
C.L.R. 257. The Board’s interpretation of that decision (by Williams, J.) 
is that every asset which a company acquires with or as the result of the 
expenditure of money is an asset purchased by the company within the 
meaning of s.24 (2). Accordingly, the Board in two recent decisions (not yet 
published) has reversed its decision in 10 C.T.B.R. Cas. 138: 

(a) The Board has allowed a claim by a mining company, which held its 
mining property under a lease, for the inclusion in its capital employed of 
expenditure which had been incurred by it prior to the relevant accounting 
period in sinking and constructing a mine shaft and its appurtenances and 
which had been written off against site tiennee made from year to year to 
meet the expenditure. 
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(b) The Board has also allowed as capital ‘employed the full cost of 
improvements not subject to tenant rights effected on leasehold premises 
before the commencement of the accounting period. 


Loss ON SALE OF SURPLUS PLANT INCLUDED IN ASSETS OF 
BusINEss ACQUIRED FROM COMPETITOR 
In 10 C.T.B.R. Cas. 56 (c) the taxpayer took over the business of a 
competitor with the object of eliminating competition. Part of the plant 
acquired was used in the taxpayer’s business; the remainder was sold or 
scrapped. The taxpayer claimed a deduction of the loss arising from the sale 
etc. of the surplus plant. Held claim disallowed. 


INTEREST Paip By HusBAND To WIFE IN REsPecT OF ADVANCES 

The taxpayer claimed a deduction of amounts paid to his wife as interest 
on advances by her to him. These borrowings were stated to have begun 
when a farm bought in his wife’s name was sold. The Commissioner dis- 
allowed the claim on the ground that at all relevant times the taxpayer was 
the beneficial owner of the assets and income claimed to be the property of 
his wife. Held claim allowed (10 C.T.B.R. Cas. 61) “Taxpayer’s wife was 
not a ‘dummy’ and the purchase of the farm was made by her or at least 
for her benefit, and at all times she retained her right to the proceeds of the 
sale of that property” at p. 184. 


CLass OF INCOME TO WuIcH RoyALties BELONG 
In J.R. Comrs. v. Desoutter Brothers Ltd. (1945) 2 All E.R. 532, 


Macnaghten J. held that royalties received from licences of patented inveutions 
were not income received from “investments,” thus following his own 
decision in /.R. Comrs. v. Rolls-Royce Ltd. (1944) 2 All E.R. 340, where 
he laid down the test that in order to have an “investment” there must be a 
laying out of money in order to acquire it. 

Although the décision of Macnaghten J. in the Desoutter case was upheld 
on appeal to the English Court of Appeal ( (1946) 1 All E.R. 58) the reasons 
on which he based it were rejected. The Court of Appeal held that on the 
facts, the royalties were profits arising from the Company’s trade or business. 
Lord Greene M.R. regarded the test laid down by Macnaghten J]. as 
fallacious. He stressed the distinction between a patent in the hands of a 
manufacturer engaged in exploiting his monopoly and a patent in the hands 
of a mere passive owner. The profits received by the manufacturer are 
mere trading receipts whilst the profits received by the passive owner would 
be properly regarded as profits of an investment. 

“To my mind, it is obvious that a patent in the hands of a manufacturer is 
quite a different type of property, both in the business and in the practical 
sense, to a patent in the hands of somebody who is a mere passive owner 
of the mondpoly right. For instance, a member of the Bar, who was 
fortunate enough to have bequeathed to him a patent, or who had purchased 
- a patent, the validity of which had been established by the court, might 
continue, without any active participation in manufacturing himself, merely 
to exploit that monopoly by granting licences. He would then be merely 
passive ; he would be the passive recipient of income from that particular piece 
of property. In such a case it might very well be, and I strongly suspect it 
would be, held, if members of the Bar were subject to excess profits tax, that 
the income from that patent could properly be described as income from an 
investment. But directly the patent is held by a manufacturer of the patented 
articles, it seems to me that the situation is entirely changed. When you have 
a manufacturer who is exploiting his monopoly right, not merely by excluding 
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all competitors, but by letting one competitor in on terms, to say that the 
profits so derived are profits from an investment seems to me to be a misuse 
of language. It is contrary to what one may call the popular conception of 
the word ‘investment,’ which is not a word of art, but has to be interpreted in 
a popular sense. The contrast, I venture to think, is brought out exactly 
in the two examples I have put. One is that of a private individual not con- 
cerned with manufacture at all, but merely holding a patent, as he might 
hold copyright in a book, and simply drawing the income from the royalties 
payable under the copyright. He would merely be a passive person drawing 
the income which flows from that particular chose in action. That is one 
example. The other example is the manufacturer who can, if he likes at 
any moment, exploit his monopoly in a number of different ways—either by 
manufacturing himself, or by vending himself, or by allowing somebody else to 
manufacture and vend or manufacture but not vend, or to vend but not 
manufacture. The mere granting of such licences does not seem to me to take 
the income out of the category of income of the business.” 

The judgment of Lord Greene, M.R., makes it clear that the quality of the 
receipt is a question of fact in each case. 

Losses BY OVERSEAS MERCHANTS 

The taxpayer company was incorporated in U.S.A. and had its head 
office there. It bought its stock from a U.S.A. manufacturing company which 
owned the bulk of the shar@s in the taxpayer company. Its business in 
Australia was entirely retail and most of it was done under hire-purchase 
agreements. The taxpayer company accepted and sold similar goods traded- 
in. It also derived revenue from service charges and repairs. The company 
had incurred losses in previous years and claimed a deduction in respect 
thereof under s.80 in the assessment of the relevant year of income. The 
Commissioner took the view that the company’s assessments were governed 
by ss.38-43 and that by reason of s.43 losses incurred in previous years were 
not deductible. Held claim allowed (10 C.T.B.R. Cas. 66). The Board 
found that the Commissioner had made no attempt whatever to apply the 
provisions of s.38 (which, in any event, could not be applied as the company 
was not the manufacturer of the goods sold) or s.39 (which in any event, 
could possibly apply to some, only, of the sales) and therefore, losses of 
previous years, calculated under the general provisions of the Act, were 
deductible to the extent provided by s.80. 


Loss oN SALE BY Ex-PARTNER OF PROPERTY TAKEN OVER AS 
SHARE OF PARTNERSHIP ASSETS 

For a considerable period the taxpayer was a member of a partnership 
which acquired four properties including, in 1928, land on which a block of 
flats was subsequently erected. In 1937 the parties partitioned their interests, 
the taxpayer taking over the flats. Soon after he sold the flats and claimed 
a deduction under s.52 of £2,198 being the difference between the net amount 
received and the original cost of the property to the partnership. Held claim 
disallowed (10 C.T.B.R. Cas. 67). It had not been established that the 
partnership had acquired the flats for the purpose mentioned in s.26 (a), 
but, even if it were conceded that the partnership did purchase the land and 
build the flats thereon with a view to profit-making by sale, this would not 
establish the claim by the taxpayer under s.52. 


Lump Sum PAyMENT TO DIRECTOR IN CONSIDERATION OF ACCEPTANCE OF 
REDUCED SALARY AND ALTERATION OF TENURE OF OFFICE 

The rules of Company A provided that Company B was entitled to appoint 

two directors whose remuneration should be a sum equal to one-quarter of 
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the net profits of Company A over and above a sum sufficient to pay to the 
shareholders a dividend at the rate of 6 per cent. per annum. Upon re- 
registration under another Act it was considered advisable that the above 
provisions should be cancelled. Accordingly, the two directors appointed by 
Company A, in consideration of a payment of £10,000 each, agreed to 
relinquish their rights to receive any special remuneration, and Company A 
agreed to abandon its rights to nominate two directors. The two directors 
continued to act on the same terms as to remuneration and tenure of office 
as the other directors. The taxpayer was one of the two directors. Held, 
following Wales v. Tilley (1943) A.C. 386; (1943) 1 All E.R. 280, that the 
sum of £10,000 received by the taxpayer was a profit arising from his 
office as director, and was properly assessable to income tax (Leeland v, 


Boarland (1946) 1 All E.R. 13). 


PAYMENTS UNDER GUARANTEE 


The taxpayer company carried on business as general merchants. In order 
to acquire certain goods at favourable prices, it formed another company to 
acquire a factory. At the request of the taxpayer company its managing 
director invested £4,000 in the factory company’s capital. The taxpayer 
company agreed to indemnify the managing director in respect of any loss 
of capital which might result from the investment. The managing director 
subsequently sold the shares in the factory company at a loss of £3,000 which 
was recouped by the taxpayer company under the guarantee given by it. 
The taxpayer company claimed a deduction of the loss. Held claim dis: llowed 
(10 C.T.B.R. Cas. 71). The Board pointed out that the position was the 
same as if the taxpayer company had directly acquired the shares in the factory 
company. Any loss on sale would have been 2 capital loss. 

The taxpayer was controlling shareholder and managing director of several 
companies including “A” company. In order to provide finance for “A” 
company, he secured advances from a bank and friends under guarantee. He 
paid £1,110 under such guarantee and claimed this sum as a deduction. Held 
claim disallowed (10 C.T.B.R. Cas. 72). 

“If, as we believe, the items mentioned must be considered as (or on the 
same footing as) moneys advanced by the taxpayer to the ‘A’ company, there 
is ample authority for treating them as outgoings of capital—see English 
Crown Spelter Ltd. v. Baker ((1908) 5 Tax Cas. 324), Jas. whey sg & Sons 
Ltd. v. I.R. Comrs. ((1919) 12 Tax Cas. 113), Chas. Marsden & S rons Ltd. 
v. I.R. Comrs. ((1919) 12 Tax Cas. 217), I.R. Comrs. v. Huntley & 
Palmers Ltd. ((1928) 12 Tax Cas. 1209), Henderson v. | inde. King 
Robinson & Co. Ltd. ((1938) 22 Tax Cas. 97).” 

In 10 C.T.B.R. Cas. 74 the Board of Review also rejected a taxpayer's 
claim for deduction, inter alia, of a payment made under guarantee given to 
a third party as part consideration for acquiring a controlling interest in a 
company. 


CONSIDERATION RECEIVED FOR RIGHT TO REMOVE STANDING TIMBER 

The taxpayer, a farmer, bought a property on which existed a forest of 
indigenous timber. He commenced farming operations and also began a 
business of cutting, carting and selling the natural timber as firewood. Later 
a company was formed which acquired the wood-cutting business and included 
in the assets sold were the timber growing on the farm and the right to make 
such use of the farm as might be necessary to fell, cut and transport the 
timber. The farm itself was excluded from the sale. The consideration paid 
for “the forest” was £1,500. Held that as the business of the taxpayer was 
the cutting of the timber and its sale as firewood, the sale of the forest as 
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a whole constituted a transaction on capital account; accordingly the sum 
of £1,500 was not assessable (Forest v. C. of T. (Sth. Rhodesia) (1944) 
13 Sth. Af. Tax Cas. 139). Tredgold J. contrasted the above case with 
Niko v. IR. Comr. (1940) 11 Sth Af. Tax Cas. 124, where the scrap iron 
sold with the business was essentially the same scrap iron Niko had bought 
to resell at a profit. In Forest’s case, supra, the right to cut timber was 
essentially different from the cut firewood which it was the clear function of 
this particular business to sell. 


Wuere DepucTions RELATE DirecTLy To INCOME FROM DIVIDENDS 

In 10 C.T.B.R. Cas. 80, the taxpayer company received dividends from 
two subsidiaries. Before allowing a rebate under s. 46, the Commissioner 
reduced the amount of the dividends by a sum representing 24 per cent. of 
the dividends received. The company claimed that the reduction was 
excessive. Held, on the facts, claim disallowed (10 C.T.B.R. Cas. 80). In 
the above case a deduction was claimed in calculating the company’s taxable 
income of a substantial sum in respect of “Managing Director’s Commission” 
based, inter alia; on the dividends received. 

In 10 C.T.B.R. Cas. 81, the Commissioner, for purposes of s.46, reduced 
the amount of dividends received by a sum equalling 1 per cent. in respect 
of administrative expenses. The Board allowed the taxpayer company’s 
claim in part. In respect of one dividend the reduction was fixed at 1 per 
cent., and the sum of £9 was fixed as the appropriate reduction in respect of 
all other dividends received during the year of income. 


EXPENDITURE ON INSTALLATION OF SEWERAGE SYSTEM 
In 10 C.T.B.R. Cas. 82 the Board of Review rejected a claim for deduction 
of part of expenditure incurred on the installation of a sewerage system. The 
Board held that the whole of the expenditure, including demolition or 
dismantling and replacement or removal of any part of the building, for the 
purpose of the installation, was of a capital nature. Cf. Re Lindsay's 
Settlement (1941) 1 All E.R. 143, at p. 147. 


CONSIDERATION RECEIVED FOR LICENCES GRANTED BY HOLDER OF 
Mininc Ricuts ~ 
The taxpayer company was possessed of mining rights over areas in 

Northern Rhodesia. It had spent large sums in acquiring commercial assets 
and in developing the areas. The company did not itself carry on mining 
operations but granted licences to other companies in consideration, inter 
alia, of payments in the form either of shares in the grantee company or of 
cash. Held: that these sums were assessable as proceeds of the company’s 
business and that the only allowable deductions were its administrative 
expenses (B.S.A. Co. v. 1.T. Comr. (Nth Rhodesia) (1943) 13 Sth. Af. Tax 
Cas. 128). “There is, to my mind, no material difference between the nature 
of the gains accruing to the company through the medium of prospecting 
licences . . . or the profits which would accrue if the company itself worked 
for and won minerals at a profit... The only expenses which can be 
deducted from that income for income tax purposes are the expenses of earning 
the income, wholly irrespective of the capital cost of the concessions” per 
Hudson P, at p.135. 

. 


RENEWALS AS DISTINGUISHED FROM REPAIRS 
Repairs to “Premises or Part of Premises” 


“The first contention raises the question as to the circumstances in which 


ca“ 


a replacement is or is not a repair. Every repair is a replacement. ‘ “Repair” 
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and “renew” are not words expressive of a clear contrast. Repair always 
involves renewal; renewal of a part; of a subordinate part. Repair is 
restoration by renewal or replacement of subsidiary parts of a whole. Renewal, 
as distinguished from repair, is reconstruction of the entirety, meaning by the 
entirety not necessarily the whole but substantially the whole subject matter 
under discussion’ (Margarett v. The Lowestoft Water & Gas. Co. (1935) 
19 Tax Cas. 481, per Finlay J., at p. 488, citing Lord Justice Buckley in 
Lurcott v. Wakely and Wheeler (1911) I K.B. 905). As was said by 
Rowlatt J. (in O’Grady v. Markham Main Colliery Ltd. (1932) 17 Tax 
Cas. 93 at p.101) the question is ‘What is the entirety?’ If in the present 
case, it is the balcony or the door, the replacements in question are not 
repairs. If it is the whole building the replacements are repairs. The 
question is answered by the Act. The relevant part of s.53 provides for the 
allowance of expenditure (not of a capital nature) ‘for repairs .. . to any 
premises or part of premises’ held, occupied or used by the taxpayer for the 
purpose of producing assessable income. Thus the statutory entirety is 
alternatively either the premises as a whole or any part of them—not, of 
course, being substantially the whole. Unless this were so the words ‘or 
part of premises’ would be meaningless, for any repair of a part of premises 
is a repair of the premises. It follows that ‘repairs’ must be read as meaning 
not only the replacement of something damaged in any part of a building 
(e.g., the tile of a roof) but also the complete replacement of a subsidiary 
part of the building.” (10 C.T.B.R. Cas. 83 at p. 254.) 


RATES AND TAXES 
Sums for which the Taxpayer is Personally Liabie. 

The taxpayer and her husband were trading in partnership in Queensland. 
Under the law of that State the whole of the partnership income had been 
assessed to the taxpayer’s husband. The taxpayer claimed a deduction under 
s./2 (1) in respect of the tax on her share of the partnership income. Held: 
Claim disallowed, as the taxpayer was not personally liable under the 
Queensland Act to pay the sum claimed. (10 C.T.B.R. Cas. 85.) 


SALE OF CONTAINERS FOR Goops WitTH OBLIGATION TO REFUND 
SALE PRICE ON RETURN OF CONTAINERS 
Provision to Meet Future Refunds 

The appellant company, a biscuit manufacturer, charged its customers an 
additional sum of 2/- for each tin container delivered, the customers being 
entitled to a refund of the amount paid by them on the return of the tins in 
good condition. During the recent war the price charged was increased to 
6/- per tin, the object being to give a greater inducement to customers to 
return the tins. Under the company’s accounting system the cost of making 
the tins was included in the ordinary manufacturing costs of the business; 
the price at which the tins were charged out was treated as a credit to 
trading account and refunds made on return of the tins were debited to that 
account. In the year in which the price was increased, a special sum of 
£9,000 was set aside as provision for allowances on tin containers returnable 
and the company claimed this sum as a deduction in determining ‘its taxable 
income of that year. Held that the amount received for the containers 
constituted cash which was not subject to any reduction or discounting and 
therefore had to be included in the company’s gross income at its full value, 
while the provision of £9,000 made to meet future claims for refund on the 
return of containers constituted a reserve for a contingent liability and was 
not an allowable deduction (Pyott Ltd. v. I.R. Comr. (1944) 13 Sth. Af. 
Tax Cas. 121). 
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CoMMISssION Paip To LIQUIDATOR ON REALIZATION OF FIXED ASSETS 


In 10 C.T.B.R. Cas. 35 the Board of Review rejected a claim for the 
deduction of commission paid to the liquidator (its principal shareholder) on 
sale of the company’s land and buildings. The Board also held that the 
sum so paid could not be brought to account in calculating the “undistributed 
amount” as being an amount “actually paid and distributed to a shareholder 
of this company.” 


PayMENT OF Tax PENDING APPEAL 
Jurisdiction of Courts to Stay Proceedings in Recovery Action 


Section 201 provides that the fact that an appeal or reference is pending 
shali not in the meantime interfere with or effect the assessment the subject 
of the appeal or reference; and income tax may be recovered on the assess- 
ment as it no appeal or reference were pending. Section 202 provides that if 
the assessment is altered on the appeal or reference a due adjustment shall 
be made, for which purpose amounts paid in excess shall be refunded and 
amounts short paid shall be recovered as arrears. 

The High Court has held that a summons for final judgment, taken out 
in an action to recover Commonwealth income tax, will not be adjourned 
on the ground that the taxpayer has instituted an appeal against his assess- 
ment in respect of such tax and, notwithstanding that such appeal is pending 
liberty to enter judgment for the amount in question may be granted (/.C. 
of T. v. Cook (1940) 1 A.L.T.R. 551). 

The above decision has subsequently been modified by a subsequent decision 
of the Full High Court to the extent that there is power in the High Court 
and the Supreme Court to grant a stay of proceedings, but in considering 
any application for a stay the policy of the Act as stated in s.201 is a matter 
to which great weight is to be attached. 

In an action in which the Deputy Commissioner, in reliance on s.201 of 
the Income Tax Assessment Act, 1936, claimed against the defendant 
£463,864/10/1, being the total of four assessments for additional tax (with 
penalties) on undistributed income under Division 7 and its predecessors, 
the taxpayer company applied for a stay of proceedings on the ground that 
to proceed with the action would be vexatious, oppressive, and unreasonable. 
Four assessments in respect of the same years, viz. 1933, 1934, 1935 and 
‘ 1936, had been issued in respect of ordinary income tax against the company 
and notwithstanding objections in respect of three years to a Board of 
Review under the Acts, and a fourth objection which was treated as an 
appeal to the High Court the plaintiff sued for the amount of these four 
assessments, and obtained a judgment of £91,960/12/- in default of defence. 
Execution on the judgment was stayed on condition that the defendant should 
give security, and should prosecute the High Court appeal with due expedition. 
Security was not given by the defendant in accordance with the condition of 
the stay order, nor was any payment made in respect of the judgment, or in 
respect of the amount of the additional tax assessments. By an interim 
judgment of the High Court dealing with the objection against the assessment 
of ordinary tax, it was established that the income on which all assessments 
for ordinary and additional tax were issued was earned partly in Australia 
and partly in England, and that, therefore, all assessments were issued for 
excessive amounts. In the result it was agreed that the amount of 
£463,864/10/1 sued for in respect of additional tax would be found on the 
ultimate calculation to be excessive. Objections against the additional tax 
assessments had not been dealt with, but the Deputy Commissioner, neverthe- 
less, relied on s.201 of the Act as entitling him to proceed for recovery of the 
full amount of £463,864/10/1 on the assessments for additional tax as issued. 
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Held: There is jurisdiction to. grant a stay of proceedings in an action 
such as the present, but in considering any application for a stay the policy 
of the Act as stated in s.201 is a matter to which great weight should be 
attached. 

Held also (Starke, J. dissenting), the motion to rescind leave to appeal 
should be dismissed. The order of the Supreme Court should be set aside, 
and further proceedings in the action should be stayed until further order of 
the Supreme Court or a Judge thereof on condition of the Defendant within 
twenty-eight days paying to the plaintiff the sum of £75,000, the defendant 
undertaking not to dispose of any of its assets otherwise than in the ordinary 
course of business. D.F.C. of T. (IV.A.) v. Australian Machinery and 
Investment Co. Pty. Limited (1945) (not yet reported). 


ProritT ON SALE OF MINING RIGHTS 

A leading feature of the trade or business of the British South Africa Co., 
incorporated under Royal Charter, was the acquisition and realisation of 
mining rights. It did not itself carry on mining operations, but entered into 
transactions which constituted grants by it of concessions conferring prospect- 
ing and other rights in respect of minerals owned by it in Northern 
Rhodesia. The consideration received for such grants consisted of payments 
in the form either of shares in the grantee company or cash. Held by the 
Privy Council, reversing the decision of the Rhodesian Court of Appeal, that 
the transactions entered upon were in substance indistinguishable from out- 
right sales of mining rights; that no gain or profit could be said to arise 
unless and until a balance had been struck between the cost of acquisition 
and the proceeds of sale of the mining rights; and accordingly, that the 
Commissioner, in assessing the full consideration received without any 
deduction, had exercised the judgment committed to him by the relevant 
Income Tax Ordinance on a wrong principle. Their Lordships directed that 
the matter be referred back to the Commissioner for reassessment in 
accordance with the Ordinance “to the best of his judgment” (British South 
Africa Co. v. I1.T. Comr. (Nth. Rhodesia) (1945) 62 T.L.R. 77). Their 
Lordships stated that the principle established in Alizana Co. Ltd. v. Bell 
(1905) 5 Tax Cas. 172 (that where the income of a taxpayer is derived from 
the exhaustion of a capital asset no deduction can be allowed for the cost 
of that asset) is excluded as soon as the conclusion is reached that the article 
sold is that which it was the business of the taxpayer to acquire and sell. 





The Accounts of Holding Companies 
By G. E. Firzceracp anp A. E. Speck © 


SECTION 6—CONSOLIDATED BALANCE SHEETS 

General principles governing the consolidation of the balance sheets of 
the holding company and its subsidiaries may be stated as follows: 

1. The amount of the holding company’s investment in shares of the 
subsidiary is eliminated in the consolidated statement, which includes in lieu 
thereof the assets and liabilities of the subsidiary, and the amount of the 
minority shareholders’ interest in its net assets. 

2. All inter-company balances in the balance sheets of the holding company 
and its subsidiaries are eliminated. For example, a loan from the holding 
company to its subsidiary appears as an asset in one balance sheet and as a 
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liability in the other, but in preparation of a consolidated balance sheet the 
asset is offset by the liability. 

3. In order to show the true financial structure of the combine, the equity 
of any minority shareholders is shown as a separate item. 

4. Any difference between the cost of the shareholding acquired hy the 
holding company and the value of the net assets attributable to such 
shareholding is shown as “goodwill on consolidation” if a debit, or as a 
capital surplus if a credit. 


Goodwill or Surplus on Consolidation 

The following simple example illustrates the manner in which this is 
calculated : 
Example 1 

Assume a holding company acquires shares in a subsidiary. The book 
value of the proportionate amount of ‘net assets attributable to such shares is 
£30,000 and the holding company pays for such shares (a) £30,000, or 
(b) £35,000, or (c) £25,000. 

A B c 


Cost of shaves acmmived .. 2. cs os cs ce as os BIRR £35,000 £25,000 
Book value of proportionate amount of net assets 30,000 30,000 30,000 





Difference .. a ee ee ae eee NIL 

Difference—“Goodwill on Consolidation” .. .. .. £5,000 

Difference—“Surplus on Consolidation” .. . £5,000 

It is generally assumed, that any such differe: nce represents either payment 
for goodwill or surplus on consolidation, but this may not be strictly correct. 
The difference may be due to one or more of the following causes: 

(a) The assets of the subsidiary may be either over- or under-depreciated 
in its books. 

(b) Other valuable intangible assets may have been written off by the 
subsidiary. 

(c) The holding company may exchange its shares for shares in the 
subsidiary and the value of the holding company’s shares is either 
above or below par. 

Where the assets of the subsidiary are either under- or over-valued its 
books may be amended by bringing these values into agreement with any 
valuation adopted on the sale of the shares. However, there may be sound 
reasons against such adjustment and the difference would then be treated in 
the consolidated statement either as goodwill or capital surplus. 


Calculation of Consolidated Goodwill 


Consolidated goodwill consists of the sum of 
(a) The goodwill appearing in the balance sheets of the companies in 
the merger, and 
(b) Goodwill (if any) which emerges on consolidation of the balance 
sheets. 


Where goodwill appears in the balance sheet of the subsidiary, the question 
sometimes arises whether this should be regarded as an asset when calculating 
goodwill on consolidation, or whether the calculation should be made by 
reference to the net tangible assets. This point is relatively unimportant, but 
most authorities base the calculation on the subsidiary company’s net 
total assets on the grounds that any goodwill shown in its balance sheets 
represents an asset acquired by purchase, and is therefore an investment of 
shareholders’ funds. 
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The following example illustrates the calculation of Consolidated Goodwill : 


Example 2 
Holdings Ltd. acquired all the shares in Subsidiary Ltd. for £150,000 
The balance sheets at the date of acquisition were as follow: 
Holdings Ltd. Subsidiary Ltd. 
Current and Fixed Assets .. .: .. .. .. «2 «. «- £1.01101 £80,000 


Investment in Subsidiary Ltd... .. .. .. .. .. 1... 150 000 
I ecg Pe all Gee ck, UAE ale she dele “Mal thaw! Sia 50,000 40,000 





£1,200,000 £120,000 


Paid Up Capital .. so 3s «69 ORS £70.090 
Reserves and Profit and Loss Appropriation Account 450.000 50.000 





£1,200,000 £120,000 


On consolidation the asset “Investment in Subsidiary Ltd. ” £150,000 is 
eliminated against the net worth of Subsidiary Ltd. £120,000, thus an addition 
to goodwill of £30,000 emerges. For the purpose of the consolidation the 
balance sheet of Subsidiary Ltd. may be redrafted as follows: 


Subsidiary Ltd. 
Holdings Ltd. .. £150,000 Current and Fixed Assets .. . £80,000 
Goodwill .. .. .. £40,000 
Goodwill on 
Consolidation - 30,000 
—— 70,000 


£150,000 £150.000 


The consolidated statement would then be drafted as follows: 
Consolidated Balance Sheet of Holdings Ltd. and its Subsidiary, 
Subsidiary Ltd. 

Paid Up Capital . a . £750,000 Current and Fixed Assets .. £1,080.90 


Profit and Loss nt \priatior SED “aa kk we ow cke 120,090 
Account .. .. : 450,000 


Al 20.000 £1.290.01 
Where the holding company does not scauire all the shares in the stbelddies v 
the calculation of goodwill on consolidation is made on the proportionate 
basis. 


Example 3 


Let us consider again Example 2, but assume that Holdings Ltd. acauires 
two-thirds of the shares in Subsidiary Ltd. for £100,000. Goodwill on 
consolidation would then be calculated as follows: 


Cost of shares acquired .. .. .. .. .. #£100090 
Book value of proportionate amount ‘of ‘net "assets (two- thirds | of £120, 000) 80,000 


Rooeewans on ‘Comecieition .. 5.0 cs ss ss 0s oe cs ss cs ae av cn ae SOOO 
The balance sheet of Subsidiary Ltd. would then be re-drafted as follows 
Minority Shareho'ders (one- Current and Fixed Asse‘s .. £80,000 
third of £120,000) .. .. .. £40 900 Goodwill .. .. .. .. £40,000 

Holdings Ltd. .. .. Se 100,000 Goodwill on 
Consolidation .. .. 20000 


£14) 090 £140 0020 





090 


000 
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Should the book value of the proportionate amount of net assets acquired 
exceed the purchase price, the difference is treated either as a capital surplus 
or a deduction from goodwill. An excess of this description is sometimes 
referred to as “Negative Goodwill.” 


Some Features of the Consolidated Balance Sheet 


Arising from the foregoing illustrations there are two important aspects 
which may conveniently be stressed here: 


1. Consolidated Goodwill must be calculated from the balance sheets as 
at the date of acquisition of the shares in the subsidiary company. Once 
that figure has been settled it can be altered only through— 

(a) Either company writing down goodwill, or 
(b) The holding company writing down the cost of its holding in the 
subsidiary. 

2. On acquisition of the holding company’s interest in the subsidiary, any 
reserves and balance in profit and loss appropriation account are capitalised 
by the holding company. 

The cost of the shareholding acquired by the holding company represents 
the cost of its proportionate interest in the net assets of the subsidiary. On 
the liabilities side of the balance sheet the net assets are represented by 
Paid Up Capital, Reserves and balance of Profit and Loss Appropriation 
Account. Any subsequent distribution to the holding company from 
balances appearing in these accounts at the date of acquisition therefore 
represents a distribution of part of the net assets acquired by purchase, or in 
other words a return of part of the capital cost, and must be treated by the 
holding company in reduction of the investment in the subsidiary. 


Example 4 

This may be illustrated by reference to Example 3 in which Holdings 
Ltd. acquired two-thirds of the shares in Subsidiary Ltd. for £100,000. 
Assume that immediately after the acquisition Subsidiary Ltd. distributes 
a dividend of £30,000, of which Holdings Ltd. receives £20,000. 

3alance Sheets of Subsidiary Ltd. before and after distribution of the 


dividend would appear as follow: 
Before payment After payment 
Subsidiary Ltd. of Dividend of Dividend 


Coprent aml Pimed Aseete ... ac. cs 06 4s se ue ee 6s £80,000 £50,000 
tee oe Bee ae eee ae let wi We am oie ea ale 40,000 40,000 


£120,000 £90,000 


ee ee a £75,000 
Profit and Loss Appropriation Account .. .. .. .. .. 45,000 15,000 


£120,000 £90,000 


Holdings Ltd. shareholding would appear in its books-as £100,000 £80,000 
representing :— == = 
two-third of net assets in Subsidiary Ltd. .. .. .. .. : £60,000 
Goodwill on Consolidation .. .. .. 6... ee ee ee es iC 20,000 


PRs decks ee. ua Be ee ca ae. de atone ; £80,000 


The Consolidation Ledger 


The consolidated statements are not prepared from a single set of books 
recording the transactions of one legal entity, but they represent a 
consolidation of statements prepared from the books of two or more 
companies. 
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In practice, these statements are most conveniently prepared by using a 
“consolidation ledger.”” The trial balances of the constituent companies are 
passed through a consolidation journal and posted to the consolidation 
ledger. Entries relating to inter-company transactions, unrealised profits 
and other adjustments are then passed through the journal and posted to 
the ledger, so that a final trial balance for preparation of the consolidated 
statements may be obtained from this ledger. 

In preparing the final accounts of any single legal entity it is convenient 
to use a working paper, referred to as the eight column trial balance. For 
the same reason it is found convenient to use a working paper, referred to 
as an adjustment sheet, when preparing consolidated statements relating to 
a holding company and its subsidiaries. For this reason, text books make 
liberal use of working papers showing the trial balances of the constituent 
companies, and the adjustments or eliminations necessary for preparation of 
the consolidated statements. 

We believe, however, that the reasons for the various adjustments and 
the principles relating to consolidated statements can more readily be 
demonstrated to students by re-drafting the balance sheets of the subsidiaries, 
as we did in Examples 2 and 3, before preparing the adjustment sheet. 

The application of the general principles which we have discussed and 
other phases of the subject, can best be illustrated by means of worked 
examples and we therefore proceed to consider such examples. 


Example 5 
On June 30, 1943, Senior Ltd. acquired all the shares in Junior Ltd. 
The balance sheets of the two companies immediately after the acquisition 


were as follow: 
June 30, 1943 Senior Ltd. Junior Ltd. 
eens wee Piwel Aasle .. 5. cc ce a ce os 68 es £17,500 £15,600 


ee ON SOON EE kk Sk eu us oe ne se ee as 16,000 
a Re Se a A me era ee 1,500 1,000 


£35,000 


IRS 955. 3.5) se; ae Re ks. oe em de A we £4,764 


ca ae enadiee ce, | 10,000 
Reserves .. . gr ait ciae Dike 2,000 3,000 


Profit and Loss Appropriation ee 3,236 1,165 


£35,000 £16,600 


The balance sheets at June 30, 1944, were as follow: 
June 30, 1944 Senior Ltd. Junior Ltd 


Current and Fixed Assets £21,000 £17,000 


EES “GS ES SE a 15, 
Oe ee a a ES as ek ae ee ae 1,500 1,000 


£38,000 £18,000 


Sundry Liabilities .. .. .. .. .. 00.2 ce ce ce ee ee» £7,084 £3,435 


i Es es ak Shee Ae we es 1,500 
I ea ne ea 25,000 10,000 
Reserves .. . Ge? cea ak 2,000 3,000 


Profit and Loss Appropriation TIRE BG 2,456 815 
£38,000 £18,000 


The balance sheet of Junior Ltd. at June 30, 1944, included certain 
stocks on hand, previously purchased from Senior Ltd. valued at invoice 
price, which exceeded their cost to Senior Ltd. by £600. 
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Solution to Example 5 


The first step is to calculate the amount of goodwill on consolidation. 
This is done by re-drafting the balance sheet of Junior Ltd. at June 30, 
1943, as follows: 

Sundry Liabilities .. .. .. .. £2,435 Current and Fixed Assets .. £15,600 

Ne EA oc ws 5c ee te oe | Goodwill .. .. .. .. £1,000 
Goodwill on 

Consolidation .. .. 1,835 

——___ 2,835 


£18,435 £18,435 


Next, we should re-draft the balance sheet of Junior Ltd. at June 30, 
1944, allowing for any necessary adjustments, as follows: 


Sundry Liabilities .. .. .. .. £3,435 Current and Fixed 
Provision for Taxation .. .. 750 PE 6. cc in ox. ce ee 
Senior Ltd .. .. .. .. £15,500 Less Overvaluation of 
Profit and Loss BE sn en! weal ice 
Appropriation 
Account . .. Goodwill .. 
Less Provision 
for Unrealised 
Profit on 
Stock 

—450 


15,050 
£19,235 £19,235 


Note 1. Profit and Loss Appropriation Account £150, arrived at as 
follows: 
3alance at June 30, 1944 as per Junior Ltd. Balance Sheet £815 
Balance at June 30, 1943 as per gngedn Ltd. Balance Sheet £1165 


Less Distribution to Senior Ltd. ; : oe a AG Oe ee 500 
665 


Difference = Profit for Year .. .. .. .. .. 6s ee a £150 


Note 2. Stocks on hand with Junior Ltd. must be written down by £600 
representing unrealised profit due to the book value exceeding cost by this 
amount. 

Note 3. Balance Sheets of Senior Ltd. show: 

Investment in Junior Ltd. (June 30, 1943) .. .. .. .. .. .. .. £16,000 
Investment in Junior Ltd. (June 30, 1944) .. .. .. .. .. .. .. 15,500 


Difference representing dividend received from Accumulated Profit £500 
The consolidated balance sheet is prepared from the following working 


paper : 
Senior Ltd. Junior Ltd. Total 


Current and Fixed Assets .. .. .. .. .. £21,000 £16,400 £37,400 
Sr a. ok al ee. ine ceil 1,500 2,835 4,335 


£41,735 


Liabilities .. .. ee ee f £10479 
Provision for Taxation .. .. .. .. .. «: 1,500 7 2,250 
Paid Up nengine Te ee ae 25,000 
Reserves .. .. 2,000 2,000 
Profit and Loss Appropriation ‘Account . 2,456 5 2,006 


£41,735 
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CONSOLIDATED BALANCE SHEET 


(Incorporating the accounts of Senior Ltd. and its subsidiary Junior Ltd. 
as at June 30, 1944) 


Sundry Liabilities .. .. .. .. £10,479 Current and Fixed Assets . .. 
Provision for Taxation .. .. .. 2,250 RE oi xh aw 4k “ou. Ke oe 
Pes Up Capital .. .. .. .. » 2600 
Reserves .. . ee 2,000 
Profit and Loss ‘Appropriation 

Account .. . 2,006 


£41,735 


Example 6 


A. Ltd. is a holding company, owning 90% of the share capital of B. 
Ltd. and 80% of the share capital of C. Ltd. B. Ltd. holds £40,000 
debentures in C. Ltd. Net worth of the subsidiary companies at the date 
of acquisition was as follows: 

B. Ltd. C. Ltd. 

Se ee ae: £40,000 


Reserves .. . ee ee eS ee ee eS 2,500 4,500 
Profit and Loss ‘Appropriation SO re 37,500 20,500 


a a ee a £65,000 





The balance sheets of the companies at December 31, 1944, were as follow: 
A. Ltd. B. Ltd. C. Ltd. 


mury Lesbos 4. 2. ss ts £52,670 £35,000 £13,500 
I: aa ae 2R a 4S aw, 200,000 50,000 
Paid Up Capital ee a oe 200,000 j 40,000 
Reserves .. . Ce 60,000 4,500 
Profit and Loss Appropriation Account 75,350 52. 500 25,000 


£588,020 £190,000 £133,000 








Se ae eee £70,000 £65,000 £30,000 
Other Current Assets .. .. .. .. 203,020 40,000 58,000 
Machinery .. . er ne 135,000 45,000 45,000 
Debentures in c L td. ea ae ote 40,000 

Shares in B. Ltd. (at cost) .. .. 130,000 

Shares in C. Ltd. (at cost) .. .. 50,000 


£588,020 £190,000 £133,000 














The stocks on hand at December 31, 1944 included goods obtained from 
associated companies and carried in the books at invoice prices which exceeded 
cost to the associated companies as follows: 

A. Ltd. Goods obtained from B. Ltd. at £4,000 above cost. 
Goods obtained from C. Ltd. at £4,000 above cost. 
B. Ltd. Goods obtained from C. Ltd. at £3,000 above cost. 

Machinery of A. Ltd. included machinery purchased from B. Ltd. in 
January, 1944, for £25,000 on which B. Ltd. had made a profit of £2,000. 
Depreciation of 10% was written off machinery for the year ended December 
31, 1944. 


Solution to Example 6 


We should first calculate the goodwill on consolidation which may be done 
as follows: 
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B. Ltd. C. Ltd. 
Amount of net assets at date of acquisition .. .. £140,000 £65,000 





Holding Company’s gre interest therein (90% 
pa ee Oe Oe Sa SD nw ke sw cc ec we os SD £52,000 
Cee ee I I es ny ce cd Wal wa cs 130,000 50,000 


Difference representing goodwill on consolidation .. £4,000 
Difference representing capital surplus on consolidation £2,000 


Goodwill on consolidation of the two subsidiaries may therefore be shown at 
the net difference of £2,000. 

The next step is to re-draft the balance sheets of B. Ltd. and C. Ltd. at 
December 31, 1944, allowing for any necessary adjustments. These would 
appear as follows: 


0,000 
- date B. Ltd. C. Ltd. 
A Te ay ge as ers abr Gay aie. ee ued £35,000 £13,500 
Ltd I a ee ae ee ee 10,000 
a: Be RS ale pital” 4" wee ksi gas ch cA tk - eek akan! pais hake aks Sab 40,000 
),000 Minority shareholders (B. Ltd. 10% of £155,000) .. 15,500 
500 (C. Ltd. 20% of £69,500) .. 13,900 
),500 4 Ltd. as ae 130,000 50,000 
— A. Ltd. (Proportion ‘of ‘profits earned | since > acquisition) 11,100 3,600 
3,000 Capital Surplus on Consolidation .. .. .. .. .. .. -- 2,000 
£191,600 £133,000 
low: SS ————SSS== 
Ltd. B. Ltd. C. Ltd. 
wo Stock on hand .. 2. 0.0. ce ce ce ee ee ee ee ee £62,600 £30,000 
‘ -~ Se ND POOONR ss dik cd a0 os 40 68 Wo oe oe 0 40,000 58,000 
Cc EEG a 45,000 
000 | Se Ce he ee oo dite wh Ge We 40,000 
' Goodwill on Consolidation .. .. .. .. .. uo. .. 4,000 
£191,600 "£133,000 
,000 ' arn . 
000 Note 1. Proportion of Profits earned since acquisition calculated as follows 
000 
B. Ltd. £11,100: 
Balance of Profit and Loss Appropriation Account at December 31, 
1944 .. Ses eee cena Pee ee ea ee ec eae £52,500 
— Balance of Profit and Loss ‘Appropriation Account at date of acquisition 37,500 
0) - 
= I NN RIN ads. ke Ka: Na ee G8. RS em We ss KS SO £15,000 
from \. Ltd. proportionate share thereof = a 
eeded Less 80% of unrealised profit on stock obtained from .. “Ltd. = 80% 


NOE iors Galt ue te Sia ya aia ahr eae ew ‘ga Hera Saka area 2,400 


Fe ee a ee ee £11,100 


C. Ltd. £3,600: 


Balance of Profit and Loss Appropriation Account at December 31, 1944 £25,000 
Ae Balance of Profit and Loss Appropriation Account at date of acquisition 20,500 
mber - 
Increase since acquisition .. 2. 1. 6. 65 c0 ce oe oe ee oe 


A. Ltd. proportionate share thereof = 


Note 2. Stock on hand B. Ltd. has been reduced by £2,400 representing 
unrealised profit on stock obtained from C. Ltd. 
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We may also re-draft the balance sheet of A. Ltd. allowing for adjustments 
in respect of unrealised profits as follows: 


Sundry Liabilities .. .. .. £52,670 Stock on Hand .. £70,000 
SEA ee ee 200,000 Less Provision for 
i fe ee Pee 200,000 Unrealised Profit 6,800 
Reserves .. . a een 60,000 — £63,200 
Profit and Loss Appropriation Other Current Assets .. .. 203,020 
Roti oe ee, ha 66,930 Machinery .. .. .. 135,000 
Less Provision for 
Unrealised Profit 1,620 
—_—_— 133,380 
SO eee ee ee 130.000 
ae, ee rene 50,000 


£579,600 £579.60 


The following adjustments have been effected in the course of re-drafting 
this balance sheet : 


1. Provision for Unrealised Profit on Stock on hand 


Unrealised Profit on Stock obtained from B. Ltd. 90 % of £4000 = £3,600 
Unrealised Profit on Stock obtained from C. Ltd. 80% of £4,000 = 3,200 


Lc; on toe, wk aa ae ee a A ee ee ew So £6,800 


2. Provision for Unrealised Profit on Machinery: 
Unrealised Profit on purchase from B. Ltd. 90% of £2.000 = £1,800 


Less Depreciation written off at December 31, 1944 .. 180 
£1,620 


3. Profit and Loss Appropriation Account reduced by £8,420 representing 
the sum of the reductions of stocks on hand and machinery. 

The working paper may now be prepared to incorporate the re-drafted 
balance sheets as follows: 


A. Ltd. B. Ltd. C. Ltd. Total. 


Sundry Liabilities .. .. .. .. .. .. .. £52,670 £35,000 £13.500 £101,170 
0 10.000 210,000 
i: a es) Mek aby toke ale mine ab 40.000 40.000 
Minority Shareholder: “Se ee eo 15,500 13.900 29.400 
oS ee Pee hale ey oto ear wats Wahid ea “ia 130,000 50,000 180,000 
Paid Up Capital Oe re a eee: 200.000 
Reserves .. oe en eg ee eer ee 60,000 60 000 
Profit and Loss Appropriation Account .. .. 66,930 11,100 3,600 81,630 
Capital surplus on Consolidation .. .. .. .. 2,000 2,000 


£579,600 £191,600 £133,000 _ £904. 200 








CS EES Sg Ae eee 63,200 62,600 30,000 155,800 
Other Current Assets .. ~ error 40.000 58,000 301,020 
o_o Bere bat Pas ‘ace dur wiih sto pede, sk 45,000 45,000 223,380 

Ltd. Cercle as, ail Seat ee gray aati ae 130,000 130,000 
a * a sie abe Site: pases Ade ee 50,000 40,000 90.000 
Goodwill on ‘Consolidation he ei! we rigs ER: «ak 4,000 4,000 


£579,600 £191,600 £133,000 £904,200 





The liabilities “B. Ltd. £40,000” and “A. Ltd. £180,000” are offset by assets 
—“B. Ltd. £130,000” and C. Ltd. £90,000” and the consolidated balance 
sheet is then presented as follows: 
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CONSOLIDATED BALANCE SHEET 
(Incorporating the accounts of A. Ltd. and its subsidiaries B. Ltd. and C. Ltd. 
as at December 31, 1944.) 

Sundry Liabilities .. .. .. £101,170 Stocks on hand .. .. .. .. .. £155,800 
OE ssileh ax ov as 210,000 Other current assets .. .. .. 301,020 
Minority Shareholders .. .. 29,400 DRONE gc ad we oe oe a 223,380 
mak Un Commit 4. 2. 0s ss 200,000 OS” ee ree 2,000 
OS a ae ee rere 60,000 
Profit and Loss Appropria- 

SS... ae eee 


81,630 
£682,200 £682,200 


Note. Capital Surplus on Consolidation £2,000 is deducted from Goodwill 
on Consolidation £4,000, and the difference is shown as Goodwill. 


CONSOLIDATED REVENUE ACCOUNTS AND CONSOLIDATED 
BALANCE SHEETS 
We may now consider examples involving the preparation of both the 
consolidated revenue account and the relevant consolidated balance sheet. 
The problem may be stated as follows: 


Example 7 
On June 30, 1943, Senior Ltd. acquired all the shares in Junior Ltd. The 
balance sheets of the two.companies immediately after the acquisition were 
as follow: 
June 30, 1943 Senior Ltd. Junior Ltd. 
Current and Fixed Assets .. .. .. .. .... £17,500 £15,600 
Investment in Junior Ltd. .. .. .. .. .. 16,000 
ia i hk. ak ge Ga Wal Sadun aed 1,500 


Sundry Liabilities .. Se a ee 
DE ooh ke ks Ke we ae) oe ee 

0 paar ee eee ee : 
Profit and Loss Appropriation Account 3,236 


£35,000 £16,600 


Trial balances of the ledgers as at June 30, 1944, were as follow: 
Senior Ltd. Junior Ltd. 
I as ie Bk ae her as £7,044 £3,435 
Current and Fixed Assets .. .. .. .. .. 1... £21,000 £17,000 
I ee eee ae 25,000 10,000 
Investment in Junior Ltd. .. .. .. .. .. .-. 15,500 
ie ones a ae ee 2,000 3,000 
Profit and Loss Appropriation Account 1/7/43 3,236 1,165 
aes. aa: a ae he ek ee ¥ A 1,500 1,000 

Final Dividend—1943 .. .. .. .. .. «eos 1,000 500 
Interim Dividend paid .. .. .. .. 6... os ee 500 200 
ET oc. ng ex ne. oan Se we 2,520 
Ee ca ns: cs ck bw kn Speke 500 200 
CD: -.. oe wu wa.ew we <a ax 200 


£40,000 £40,000 £18,900 £18,900 











Provision required for Income Tax—Senior Ltd. £1,500, Junior Ltd. £750. 
Stocks on hand Junior Ltd. include goods purchased from Senior Ltd. valued 
at invoice price which is £600 in excess of their cost to Senior Ltd. 

Solution to Example 7 
The following working paper illustrates the solution: 
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Senior Ltd. Junior Ltd. Eliminations Total 
Dr. Cr. 

Sundry Liabilities .. .. .. «. £7,044 £3,435 £10,479 
OE eee ee 25,000 10,000 £10,000 5 
Reserves .. . eee 2,000 3,000 3,000 
Profit and Loss ’ “Appropriation | 

meee: Bfesiee ce ce sc ae 3,236 1,165 1,165 3, 
EE Pe a ee 2,520 1,300 600 3 
Dividend Received .. .. .. .. 200 200 
Provision for Taxation .. .. .. 1,500 750 


£41,500 £19,650 











Current and Fixed Assets .. .. 21,000 17,000 
Investments Junior Ltd. ee ley st 15,500 
Goodwill .. rae ane tee 1,500 
Final Dividend 1943 i eae 1,000 
Interim Dividend 1944 .. .. .. 500 
NS a ae 500 
Income Tax Provision .. Be tie ae 1,500 


£41,500 £19,650 £16,800 











Explanatory Note Regarding Eliminations 
1. Eliminate Paid Up against Investment 
Capital .. .. .. £10,000 Junior Ltd. : £15,5 
Reserves :. .. 3,000 Final Dividend 1943 
Profit and Loss 
Account .. 1,165 
Goodwill .. .. 1,835 


£16,000 


2. Eliminate profit for year £600 against Current Assets £600, “for 
unrealised profit on stock bought from Senior Ltd. 


3. Eliminate Dividend Received £200 against Dividend Paid £200. 
The consolidated statements (presented in the previous examples) may be 
drafted from this working paper as follows: 


CONSOLIDATED PROFIT AND LOSS’ APPROPRIATION ACCOUNT 
(Incorporating the accounts of Senior Ltd. and its Subsidiary Junior Ltd. 
for year ended June 30, 1944.) 
1944 1943 


Feb. 28—To Interim Dividend .. £500 July 1—By Balance brought 
June 30— ,, Directors’ Fees .... 700 forward .. £3,236 
» Provision for taxa- Less Final 
OG os ic <<< Dividend 
» Balance carried down 2,006 
1944 


June 30— ,, Profit for Year .. .. 


£5,456 


CONSOLIDATED BALANCE SHEET 


(Incorporating the accounts of Senior Ltd. and its Subsidiary Junior Ltd. 
as at June 30, 1944.) 
Sundry Liabilities .. .. .. .. £10.479 Current and Fixed Assets .. .. £37,400 
Provision for Taxation .. .. , Goodwill .. .. .... ia ae ace 
ko 32 aaa 
Reserves .. . 
Profit and Loss Appropriation 
Account .. .. 
£41,735 £41,735 


— 
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Example 8 


A. Ltd. is a holding company, owning 90% of the share capital of B. Ltd. 
and 80% of the share capital of C. Ltd. B. Ltd. holds £40,000 of 
debentures in C. Ltd. Net worth of the subsidiary companies at the date of 
acquisition was as follows: 


B. Ltd. C. Ltd. 
ee rr £40,000 
Reserves .. . 5 earth ess 2,500 4,500 
Pfofit and Loss “Appropriation Account .. 37,500 20,500 


£140,000 £65,000 


Trial balances were extracted from the books of these companies at 


December 31, 1944, as follows: 
A. Ltd. B. Ltd. C. Ltd. 


ae ay | ee a £60,000 £70,000 £25,000 
ee a ee Or eee ae 203,020 40,000 58,000 
Machinery . Re gee me ee 150,000 50,000 50,000 
Debentures in e Ltd. SE ee eae re a 40,000 

Shares in B. Ltd. (at cost) a Ee ee 130,000 

Deere ae G,, Se, AOE REED 5cncs nn ds bee <0 os 50,000 

Raw Materials purchased .. .. 2. 0. 0 oe oe oe os 140,000 90,000 65,000 
eS a er ae ne ee 100,000 60,000 40,000 
a on Na a die me Ge ee ais 20,000 17,000 10,000 
Administration Expenses eben Meimn Sebtakor asm. ah bie ate <i 10,000 10,000 8,000 
Debenture Interest paid .. .. .. ny ae me 10,000 2,500 
Dividends paid (from current earnings) Be, di ou 10,000 ,500 4,500 


£883,020 £384,500 £263,000 





NE I i i ie es ee eR ie a 52,670 35,000 13,500 
RE Pe el AO nek 200,000 50,000 
Paid Up ee ie ee eg rig ee 200,000 100,000 40,000 
Reserves .. .. so ian: akin ait ciel mena Deen ni aon 60,000 2,500 4,500 
Profit and Loss Appropriation Account 1/1/44 .. 40,000 45,000 25,000 
"ee alot ak SO0 a” ae me ee 320,000 200,000 130,000 
Debenture Interest Received . TA dea ton, aac ae 2,000 
ee ae ee 10,350 


£883,020 _ £384,500 £263,000 


Additional Information 


1. Stocks on hand at December 31, 1944: 
A. Ltd. B. Ltd. C. Lad. 


£70,000 £65,000 £30,000 
including profits on inter-company sales as follows: 
Stocks on hand A. Ltd. Profits of £4,000 on goods obtained from B. Ltd. 
and £4,000 on goods obtained from C. Ltd. 
sap on hand B. Ltd. Profit of £3,000 on goods obtained from C. Ltd. 


2. The stocks on hand at January 1, 1944, did not include any unrealised 
pronts. 


3. Sales during the year include sales of merchandise from C. Ltd. to B. 
Ltd. £50,000 and to A. Ltd. £20,000; from B. Ltd. to A. Ltd. £40,000; and 
machinery from B. Ltd. to A. Ltd. £25,000 on which B. Ltd. had made a 
profit of £2,000. 


4. Depreciation on machinery to be provided at the rate of 10% 
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Solution to Example 8 
WorkKING PAPER 


A. Ltd. B. Ltd. C. Ltd. Eliminations Consolidation 
90% 80% 
Holding Holding Dr. cr 
£ £ £ £ £ 
are . 320,000 175,000 130,000 i 515,000 
Machinery Peodiuned for. 
Associated Company .. 25,000 ; 23,200 
"200,000 538,200 
Less Cost of Sales 
Stock on Hand 1/1/44 . 60,000 70,000 , 155,000 
Purchases Raw Materials 140,000 90,000 110,000 185,000 
Manufacturing Costs .. 100,000 60,000 Y 200,000 
Depreciation .. .. .. 15,000 5,000 }0 180 24,820 


315,000 564,820 
Less Stock on Hand 
31/12/44 .. . «+ 70,000 4 30,000 155,800 
Cost of Goods Sold .. 245,000 , 409,020 
Geees Profit .. .: .. .. 75,000 ), 25,000, 129,180 
Less Expenses— 
Selling Expenses .. .. 20,000 A 47,000 


Administration Expenses 10,000 28,000 
Finance Expenses .. _ 10,000 , 10,500 


40,000 27,000 20,500 85,500 


Net Trading Profit .. .. 35,000 4 43,680 
Add Debenture Interest 
Ceo" 2,000 
Dividends Received . 10,350 10,350 


Net Profit for Year .. 45,350 ; 43,680 
Profit and Loss Appro- 

priation Account 1/1/44 40,000 25,000 50,150 59,850 

85,350 if 103,530 

Dividends Paid .. .. .. ; 500 35 11,650 

75,350 91,880 

Less Minority Interests . y 10,250 


Balance Profit and Loss 
Appropriation Account 
SN a err 5 , 81,630 
Sundry Liabilities <a ’ 5 101,170 
Debentures .. .. .. .. 200,000 : : 210,000 
Paid Up Capital Se y t i 200,000 
Reserves .. . .. .- 60,000 : f i 60,000 
Provision for Depreciation 
Machinery .. .. .. .. 15,000 , j 24,820 
Minority Interests— 
10% of B. Ltd. Capital 
Reserve 
Profit 
and Loss 
Appro- 
priation 
Account 
. Capital 
Reserve 
Profit 
and Loss 
Appro- 
priation 
Account 13,900 
603,020 195,000 138,000 707,020 
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Stock on Hand .. .. .. 70,000* 65,000 30,000 
Other Current Assets .. 203,020 40,000 58,000 


Machinery .. . .. -- 150,000 50,000 50,000 
lation Debentures C. Ltd... .. 40,000 
Shares in B. Ltd. .. «+ 130,000 


Shares in C. cee 50,000 
OE eee ee 2,000 2,000 


603,020 195,000 138,000 382,930 382,930 707,020 











Explanatory Notes Regarding Eliminations 
Eliminated against Purchases. 
NE 4s ue i 5a eee eee Raw Materials .. .. .. .. .. £110,000 


. Machinery Produced .. .. 1,800 Eliminated against Machinery .. 1,800 


Eliminated against Provision 
, Depwectatiom 2. os cs ee 180 for Depreciation .. .. .. .. 180 


. Closing Stock 31/12/44 .. 9,200 Eliminated against Stock on Hand 9,200 


Eliminated against Debenture 
. Finance Expense .. .. .. 2,000 Interest Received .. .. .. .. 2,000 


Eliminated against Dividends 
. Dividends Received .. .. 10,350 ae ee 


. Profit and Loss Appropri- Eliminated against 
ation Account 1/1/44 .. 50,150 Minority Interest .. .. .. .. 15,500 
Profit and Loss Appropri- Minority Interest .. .. .. .. 13,900 
ation Account 31/12/44 . 10,250 Shares in B. Ltd. .. .. .. .. 130,000 
Paid Up veeme .. «+ «+ 140,000 Staves un C. Ltd... .. .. .. SS 
Reserves .. .. sa a . ae 
EE cm ak. te ee) ee 2,000 


£209,400 
———— Eliminated against Debentures 
8. Debentures .. .. .. .. .. £40,000 i eer ee 


£209,400 


The consolidated statements would be presented as follows: 


CONSOLIDATED REVENUE ACCOUNT 
(Incorporating the results of A. Ltd. and its subsidiaries B. Ltd. and C. Ltd. 
for the year ended December 31, 1944) 
pecan SO . Lin bw. ee talk Soe 
Less Inter- -company transfers ce ie eee aa ae as 110,000 
——__ £515,000 
Machinery manufactared ... 2. 6c oc oc 0s 00 00 08 25,000 


a ga ee 1,800 
———_— 23,200 


SN III 6. “cs no 006 See. ae ne ee ae £538,200 
Less Cost of Sales— 
Stock on Hand, 1/1/44 .. 
Purchases .. .. . betnle ee 
Manufacturing Costs las 
Depreciation .. .. .. 


Stock on Hand 31/12/44 .. . 


TI cde ia sae a, oe. ween be 
AUG Te MI nc ake kx ke 0s we oe oe 
Administration Expenses .. .. 


Interest .. .. 0. 
85,500 


Net Profit .. .. £43,680 
Less Proportion attributable to the outside ‘share- 
Retters of DB. Lad. and C. Tae .. .. .. ss « 2.400 


Net Profit of the Consolidation age aia £41,280 
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CONSOLIDATED PROFIT AND LOSS APPROPRIATION ACCOUNT 


~ Dec. 31— Jan. 1— 
To Dividends Paid .. £11,650 By ‘Balance .. .. .. .. «+ -» £59,08 
Balance attribut- Dec. 31— 
able to outside Net Profit for Year .. .. .. 43,680 
shareholders .. £10,250 
Balance—Consoli- 
dation Share .. 81,630 
——_— 91,880 


£103,530 


CONSOLIDATED BALANCE SHEET 


(Incorporating the accounts of A. Ltd. and its subsidiaries B. Ltd. and C. 
as at December 31, 1944.) 
Sundry Liabilities .. £101,170 Stocks on hand ar 
Debentures .. 210,000 Other Current Assets .. .. 
Minority Shareholders Machinery os 
of B. Ltd. and C. Goodwill 
Ltd. oh 29,400 
Paid Up ‘Capital .. £200,000 
Reserves .. . ne 60,000 
Profit and Loss ‘Ap- 
propriation Account 81,630 : 
—— 341,630 


£682,200 £682,200 


For a further discussion regarding preparation of the consolidated revenue 
account in this case see Example 3 on preparation of income statements (The 
Australian Accountant, May, 1945). 





Company Law Amendment in the United Kingdom 


Report of the Cohen Committee 
IV—Financial Relations Between Companies and Directors 
By A. A. FITZGERALD 


The Committee has considered, and made recommendations in respect of, 

several aspects of financial relations between companies and their directors. 

These aspects are: 

1. Share transactions by directors, with particular reference to the pur- 
chase or sale of shares by directors acting on their inside knowledge 
of the affairs of a company; 

Payment to directors of fees or salaries tax-free ; 

Disclosure of remuneration of directors ; 

Compensation to directors for loss of office; 

Disclosure of pensions or like benefits paid to directors or former 
directors ; 

Loans by companies to directors ; 

Voting by directors on matters in which they are interested. 


Share Transactions by Directors 

The Committee thinks that it is clearly improper for a director to act on 
his inside knowledge and that “the best safeguard against improper transactions 
by directors and against unfounded suspicions of such transactions is to ensure 
that disclosure is made of all their transactions in the shares or debentures 
of their companies.” 
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NT Consequently it recommends the addition to the Act of a new section on 
the following lines: 

£59,850 “(1)}}A director of a company shall in writing declare his interest, direct or indirect, 

in any shares or debentures ot the company, or of any of its subsidiary companies, 

43,680 or ot any company in relation to which it is a subsidiary company, at a meeting 


of the direc.ors ot the company, and such declaration shail be made on the coming 
into force of this Act or on the acquisition of the interest, whichever shall last 
occur. He shall also notity in writing any sale or cesser of such interest at 
the first board meeting held after such sale or cesser. 

(2) A record of the interest, whether direct or indirect, of each director in any 
shares or debentures of the company, or of any of its subsidiary companies, or of 
any company in relation to which it is a subsidiary company, and a record of the 
sales and purchases made by or on behalf of each director of such interest 
in shares or debentures, showing the dates of the transactions and the prices 
received or paid, shali be made in a book kept specially for the purpose. Such 
book shall, for fourteen days before the annual general meeting, excluding 
Saturdays, Sundays and Bank holidays, be open to inspection at the registered 
otiice by any member or debenture-holder, who shall be entitled to take copies, 
and shall be laid on the table at the annual general meeting. The Board of 
Trade shall be entitled to inspect such book and to require copies thereof at 
any time. 

(3) (i) A director of a company shall be deemed for the purposes of this section 
to have an interest in any such shares or debentures which are held by or on 
behalf of any company in which the director has a controlling interest and any 
sales or purchases of such shares or debentures or any interest therein by such 
a company shall be deemed to be sales or purchases made on behalf of the director 

a but, save as aforesaid, a director shall not be deemed to have an interest in such 
82,200 shares or debentures by reason only of the dealing therein by a company in which 
— he has an interest. = 
enue (ii) An option over a share or debenture or a right to acquire, sell or dispose of 
(The a share or debenture, conditionally or unconditionally, shall be deemed to be an 
interest in such share or debenture within the meaning of this section. 
If a director knowing of his interest fails to comply with subsection (1), he 
shall be liable to a detault fine for each day that the default continues, and if a 
company fails to.comply with subsection (2) every officer of the company who is 
in default, shall be liable to a default fine.” 
Payment to Directors of Fees or Salaries tax-free 
Such payments should, in the opinion of the Committee, be prohibited, on 
the principal ground that they create a class of person who is immune from 
any increase in taxation. It is recommended therefore that a new section 
be added to the Act to provide that any provision for the payment of tax-free 
remuneration to a director shall be void, without prejudice to any existing 
contract not being a contract constituted only by service upon the terms of 
the articles. 


Disclosure of Remuneration of Directors 

The present provisions in regard to this matter are to be found in Section 
128 (1) (c) and 128 (3), (4) and (5), which are identical with the 
provisions in the New South Wales Act (Section 108), and the Queensland 
Act (Section 138), and similar to those in the South Australian Act (Section 
147). There are no equivalent provisions in the Tasmanian Act. 

The effect of these provisions is that companies are required to disclose in 
their published accounts the total of the amount paid to the directors as 
remuneration for their services, inclusive of all fees, percentages or other 
emoluments, paid by to or receivable by them by or from the company or by 
or from any subsidiary companies, but this requirement does not apply in 
relation to a managing director or in relation to any sums paid to a director 
except by way of directors’ fees. 

1 There is, however, another provision (English Act, Section 148, New South Wales Act, Section 
128, Queensland Act, Section 155, South Australian Act, Section 166, Victorian Act, Section 148, 


Western Australian Act, Section 153) under which a statement as to the aggregate remuneration 
of directors, including managing directors, may be demanded by shareholders. 
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The Victorian Act (Section 127) and Western Australian Act (Section 
131) are in like terms, except that the reference to the emoluments of the 
managing director is omitted. 

The Committee was informed that some companies, in order to avoid 
disclosure, had appointed all their directors as managing directors. It 
thinks that it is mght that the shareholders on whose behalf the directors 
are appointed to act, should know how much they are paid for their services, 
and makes the pertinent observation that “if, as we believe is the case, the 
suggestion that managing directors are paid excessive sums, is as a rule, 
untounded, directors have nothing to fear from a greater amount of 
disclosure.” 

Its recommendations are that Section 148 be repealed as redundant and 
that the relevant sub-sections of Section 128 be amended to read as follows: 

1. The accounts which in pursuance of this Act are to be laid before every company 

in general meeting shall, subject to the provisions of this section, contain particulars 
showing— 


(c) the total emoluments attaching to the office of director as such, receivable by 
the directors from and as directors of— 
(i) the company, 
(ii) any subsidiary company, 
(iii) any other company of which the director is a director by virtue of the 

nomination, whether direct or indirect, of the first-mentioned company ; 

(d) the total of all other emoluments receivable by the directors whether as 
directors or otherwise from such* companies in connection with the management 
of their affairs. 

? 


4. If in the case of any such accounts the requirements of this section are not complied 
with, it shall be the duty of the auditors of the company by whom the accounts are 
examined to include in their report on the balance-sheet of the company, so far as 
they are reasonably able to do so, a statement giving the required pariiculars. 

5.In this section the expression “emoluments” include fees, percentages and other 
payments made or consideration given directly or indirectly to a director as such 
or otherwise, and the money value of any allowances or perquisities belonging to 
his office including : 

(a) Any allowances for expenses which are part of the income of a director for 
purposes of income tax which it shall be the duty of the director to notify to 
the company as and when assessed upon him, provided that, when any amounts 
so assessed are not ascertainable at the date when the annual accounts are 
prepared, such amounts shall be disclosed separately by way of note in the profit 
and loss, or income and expenditure, account, covering the period during which 
they are ascertained, and 

(b) any payments made in respect of a director to any pension scheme. 


Compensation to Directors for Loss of Office 
The Committee states that evidence given before it disclosed that the 
practice of making payments to directors in connection with their retirement 
from office or their giving up other offices in a company is not uncommon 
and is on occasion abused. Such compensation for loss of office may be paid— 
(i) when the undertaking of a company is being sold; 
(ii) when control of the company is acquired by a third party by means 
of a purchase of shares; or 
(iii) when apart from any sale of an undertaking or of share control a 
board desire to dispense with one of their number. 
The compensation may be paid by the Company itself or by the purchaser. 
The Committee thinks that the existing provisions (English Act Section 
150 (1), with which compare New South Wales, Section 130, Queensland, 
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Section 158, South Australia, Section 168, Victoria, Section 150, and 
Western Australia, Section 155) should be strengthened. These provisions 
make it unlawful for compensation to a director for loss of office to be 
paid by a company unless particulars have been disclosed to the members 
and the proposal approved by the company. They do not, however, provide 
adequate safeguards to meet cases in which the payment is made by the 


purchaser. 

The Committee recommends that the existing provisions be replaced by the 
following new provisions: 

“1. (1) It is hereby declared that it is not lawful for any payment to be made to any 
director of a company by way of compensation for loss of office as such, or as 
consideration for or in connection with his retirement from such office, unless 
particu’ars with respect to the proposed payment, including the amount thereof, 
have been disclosed to the members of the company, and the proposal has been 
apnroved by the company in general meeting. 

For the purposes of this sub-section approval of a pension scheme by the company 
in general meeting shall authorise any payment made thereunder without further 
approval. 

(2) Where a payment which is hereby declared to be illegal is made to a director 
of a company. the amount received shall be deemed to have been received by him 
in trust for the company. 

(1) Where— 

(a) an offer is made for the acauisition of the undertaking and assets of a 
company, or of any substantial part thereof, or 
(b) an offer is made for the acquisition of any shares of a company on 
terms that the same is available for acceptance by all holders of the 
shares of the company or of the shares of the class to which the offer 
applies *or of any number of such holders exceeding 20*, 
and th connection with such an offer it is proposed that any director of the 
company shall derive any benefit or advantage (over and above the receipt by him 
in respect of any shares of which he may be the holder of the same consideration 
as may be receivable by other holders of shares of the same class on sale thereof)— 
then and in every such case it shall be the duty of the director concerned to bring 
the benefit or advantage in question to the notice of the companv in general meeting, 
or to the notice of a senarate general meeting of the holders of each class of share 
to which the offer applies, as the case may be, and to account for the benefit or 
advantage in question in accordance with sub-section (3) unless the meeting or 
meetings, as the case may be, shall otherwise resolve. 

(2) Any benefit or advantage received by any such director within a period of 
one year before or two years after the date when the acceptance of the offer became 
effective. shall be deemed to have been received by him in connection with the 
offer unless he proves that the benefit or advantage would have been received by 
him whether or not the offer had been made or accepted: 

Provided always that nothing in this section shall deprive any director as between 
himself and the company of any rights in respect to compensation for loss of office 
based upon any contract properly entered into between himself and the company, 
not heing a contract entered into in contemplation of the making of the offer. A 
contract shall be deemed to have been entered into in contemplation of the making 
of the offer if it is made within one year before the date of the offer, unless the 
contrary is proved, or the company in general meeting shall, before the offer 
becomes effective, have resolved that the director be entitled to retain the benefit of 
such contract. 

(3) Where a payment is made to a director of a company in contravention of 
sub-section (1). any sum received by the director or on his behalf on account of the 
Payment shall be deemed to have been received by him in trust for the company, 
save and except that where such a payment is made in connection with the transfer 
to any person. as a result of an offer made in accerdance with sub-section (1) (b), of 
all or any of the shares in the company. anv sum received by or on behalf of the 
director on account of the pavment shall be deemed to have been received by him in 
trust for the persons (including himself) who have sold their shares as a result of 
the offer made, in proportion to the number of shares sold by them. 

(4) The director shall be liable for the cost of distributing the sum among those 
members or former members of the company for whom he is deemed under the 
Preceding sub-section to have received the sum in trust. 


*These words are added to prevent evasion of the clause which could but for these words 
be achieved by making an offer which was not an offer to the whole class of shareholders. 
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(5) For the purpose of this section the term ‘director’. shall) be deemed to 
include any former director of. the company.” 


Disclosure of Pensions or Like Benefits Paid to Directors or Former 
Directors 

The Committee considers that the gross amount of any pensions or like 
benefits paid by a company to any of its directors or former directors during 
the period covered by any profit and loss account should be disclosed as a 
separate item in that account. Pensions paid under a pension scheme (which 
would come within the scope of the recommendations in regard to “emolu- 
ments,” Supra) need however not be included in this gross amount. 


Loans by Companies to Directors 

The Committee thinks that it is undesirable that directors should borrow 
from their companies and would therefore replace the present provisions for 
disclosure of loans to directors (English Act, Section 128, New South Wales 
Act, Section 128, Queensland Act, Section 155, South Australian Act, Section 
166, Victorian Act, Section 127, Western Australian Act, Section 131) by 
a complete prohibition of the making of loans to any director by a company 
or by any of its subsidiary companies or by any other person under a 
guarantee from or on security provided by the company or by any of its 
subsidiary companies. This prohibition would not apply in the case of loans 
made in the ordinary course of business by a company the ordinary business 
of which includes the lending of money. The existing provisions for disclosure 
would be continued in respect of loans existing at the coming into force of the 
new Act and of loans made to persons who become directors after the making 
of a loan. 


Voting by Directors on Matters in which they are Interested. 

The present law (English Act, Section 149, New South Wales, Section 
129, Queensland, Sections 156-157, South Australia, Section 167, Tasmania, 
Section 80A, Victoria, Section 149, Western Australia, Section 154) is 
thought by the Committee to be satisfactory except in one minor respect, 
namely that there is no provision that written notice of disclosure of a 
director’s interest in a contract or proposed contract should be recorded 
in the minutes of the meeting of directors at which the contract is dealt 
with. It is interesting to notice, however, that the New South Wales Act, 
Section 129 (1), and the Victorian Act, Section 149 (1) (a) (ii), provide 
that “it shall be the duty of the secretary to record such declaration in the 
minutes of the meeting,” and that the Western Australian. Act, Section 154 
(1) makes the director responsible to “cause such declaration to be minuted.” 
There are no similar requirements in the English Act or the Queensland, 
South Australian or Tasmanian Acts. 

The next article in this series will deal with the Committee’s recommenda- 
tions in regard to private companies. 
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